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1. Introduction

In some respects, the history of taxation in Vermont is the history of a state
trying to deal with alternatives to the property tax, or trying to find a better
way to tax income.
- Paul Gillies, The Evolution of the Vermont State Tax System

This report is written by three Vermonters of different backgrounds and varying tax system

experiences. We first convened in December 2018, tasked by the legislature and Scott

Administration with developing long  -term recommendationstohelpmak e t he St at eds
overall revenue system more fair, more sustainable, and simpler. From the beginning, we

committed to operate by consensus. We believed, and continue to believe, our commission

should only put forth recommendations that all three of us can sup  port.

We worked for almost a year and a half before COVID shut down much of Vermont in

March 2020. Given the uncertainty in the early days of the pandemic around the nature of

the disease and its potential effects on our society and our economy, we suspen ded our work
for twoafew months. Once it became clear that some economic activity would continue, and
that there were measures people could take that would allow them to keep functioning

during the pandemic, we resumed our work.

As we deliver this report at the start of 2021, infections and deaths are climbing across the
country but the distribution of effective vaccines ha  sve allowed us and everyone else to look
forward to a post -pandemic world.

The pandemic impacted both the logistics of our work as w  ell as the data and issues we
were tasked with analyzing.

In terms of |l ogistics, we had hoped to travel the state to hear Ver
talk through priorities and solutions in ~ -person. We did hold meetings in the State House
and various pu blic libraries throughout our first year. We also scheduled a spring 2020
series of community panel discussions with experts to explore key revenue issues. Alas,
that series had to be cancelled and our last several months confined to public Zoom

meetings. All told, we still managed to hold more than three dozen 36 public meetings, both {Formaned; Not Highlight ]
in-person and online, and take written and oral testimony from more than 60 experts and
members of the public (Appendix 1-1X). {Formatted: Not Highlight ]

In terms of data, it is clear to us that the  pandemic has accelerated some long -standing
trends: more shopping online and less bricks & mortar retail, more remote work, more use

of video for professional and social gatherings, more telemedicine, more remote education.
It is not clear that other than  accelerating these trends, the pandemic will change the
contours of our economy. Our data comes from the pre -COVID economy; our
recommendations (summarized in Chapter 2) will be implemented in the post -COVID
economy. We therefore have accounted for the COV ID -induced acceleration of the above -
mentioned trends in our recommendations, but they are not recommendations for a COVID
economy @ they are recommendations for a healthy post -COVID Vermont economy.

{Formatted: Indent: Left: 0", Firstline: 0" }
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Our approach was to work within each major tax area, an  d among the major tax areas, to
make the overall tax burden on Vermonters more fair relative to horizontal equity, with
people of similar ability to pay bearing similar tax burdens, and vertical equity, with an

effort to ensure that those with less ability  to pay bear a lesser burden, and those with a
greater ability to pay contribute a greater amount.

We recognize the Principles of a High -quality State Revenue System , developed by the [

Commented [SS1]: From Bram }

t ax. No individual tax can achieve them al

National Conference of State |Legislatures | apply to the entire tax structure i not to each
I .
structure in Chapter 3. %

Commented [SS2]: Note to Bram that | added this
phrasebud i dnoét puti ti ni SIMNGCS LW
this section, so no need for acronym

We recognize the conundrum posed by income and wealth, with the latter being a more
accurate barometer of ability to pay but also far more difficult to assess. In Chapter 4 we
discuss the interplay between income and assets and what it means for fairness. Theni n

Chapter 5, we lresent two compelling reasons to restructure V.e r mont &8s _sxgssahde m {

Commented [SS3]: From Bram }

transfers, particularly with respect to __support for low -income Vermonters. lesouieas blos

EOOSoRsere o st cnm s o o loeeneoes o oo o

Our predecessor, the Blue Ribbon Tax Structure Commission of 2009 -2011, concentrated on

enacted in recent h/ears] (Tax Structure Commission, 2019) . With that in mind, we chose to Commented [SS4]: FYI that | made this a citation/link
concentrate the bulk of our time on education and consumption taxes _and the overall tax rather than appendix

I—HtrUCture S [ Commented [SS5]: fromBram ]
We believe our diverse experiences are a strength and we wanted each of our voices to come

through. We each drafted d ifferent sections of this report, and \asAs{ a result, you may notice [ Commented [SS6]: From Bram ]
significant shifts in writing style from chapter to chapter.

We recognize that Vermontds school spending is among the highest in
education property tax is often cited as our stateds most burdensom

proposal to restructure the homestead education tax and make other reforms to
pay for education.

the way we

Chapter 7 enumerates steps for Vermont to dramatically expand its sales tax base while
slashing the tax rate. The plan is bold, but the concept is not unique. Ten years ago, the
Blue Ribbon Tax Structure Commission also call ed for a significant expansion of the tax

base. Thatds two separate commissions, with si di fferent people fr
backgrounds, all/l agreeing that it doesndt make sense for Vermont to
narrowest sales tax bases in the nation.
We discuss opportunities for income tax and estate tax modernization in Chapter 8, then
identify obsolete and inefficient taxes in Chapter 9.
In Chapter 10 we propose a timeline for our recommendations and call attention to steps
that must be taken before so me of the recommendations can be implemented.
I n Chapter 11, we discuss Vermontds changing |l andscape and how thre
change 6 demographics, technology, and climate & underscore the importance of having an
{Formatted: Indent: Left: 0", Firstline: 0" }
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agile tax structure. We provide neither comprehensive analyses nor forecasts but rather
offer thoughts on how to approach the tax implications of such significant changes.

1

We have worked to simplify the overall tax system in two major ways. First, we have
endeavored to make recommendations t hat will make many individual taxes simpler.
Second, we have made recommendations to eliminate a number of taxes outright. Falling
into both these categories is the homestead education property tax, which currently is
exceptionally complicated. We have rec ommended eliminating the education property tax
on homestead housesites and replacing it with an increase in the state income tax. We have
also recommended eliminating the Telephone Personal Property Tax.

On the subject of making our overall tax system mo re sustainable, we have been mindful of
recommending changes that will make our tax system responsive to changes in the
economy,and technology, and the-environment without requiring further legislation. We

hope that our recommendations regarding the educa tion property tax make that more
sustainable. We believe it removes one of the biggest sources of potential instability in

Ver montds tax system, which is the growing
taxes, and for property taxes that do not grow di  sproportionately.

We hope our recommendations i mprove Ver mont
more fair, simple, and sustainable.

11|Page

demands by Vermonters

6s overall tax system
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n
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2. Summary of Recommendations

The Commission makes the following recommendations:

Restructure the ~ homestead education tax

Broaden the sales tax base

Modernize income tax features

Undertake analysis in order to eliminate tax burden/benefit cliffs

Improve administration of property tax

Create a comprehensive telecommunications tax

Utilize tax policy to a ddress climate change

Collaborate with other states so each state can Mbuild a fairer, more
sustainable tax system

ONogrWDE

Recommendation 1: Restructure the Homestead Education Tax

Key components:

A. Eliminate the Property Tax Credit

B. Eliminate the homestead education property tax, and implement income -
based education tax for all residents (owners and renters) with rate tied
to locally voted budgets.

C. Levy the non -homestead education property tax on all property except the
residence and 2 -acre site.

D. Create renter credit to offset the non -homestead property tax effectively
paid through their rent.

The commissioners agree that the complexity is overwhelming the effectiveness of the
current homestead education tax.

We recommend eliminating the Property Tax Credit  (1A) and levying a direct tax instead.

The current system, with a homestead property tax in one year and an income  -based credit
coming in the following year, obscuresbldrs- the connection between the budget vote and th e
tax bill. It also leads people to see the credit as a subsidy rather than a means to calculate
each householdds fair share. I't creates admi
apply the credit to the tax bills, and then answer questions from homeowners. There are

also confidentiality concerns, as the credit amount is an indication of household income. In
addition, it means that a tax increase in one fiscal year is only partially covered in that

year; some of the cost must be made up in the fo llowing fiscal year.

The current system allows homeowners to choose the lesser of the education property tax
on their housesite or a tax on their income. This double system creates more than double
the trouble, as it forces the match between the two syst ems, administered by different
levels of government, with different calendars, with different confidentiality requirements.
We recommend moving to a single system and, to maintain equity, the single system we
recommend is a direct residential tax on income (1B).

12|Page
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Before endorsing income, we examined:

1 Whether house value is a good proxy for wealth, and we found that it is not; house
value is a high proportion of net worth for low income households and a low
proportion of net worth for high income hous eholds.

1 Whether house value is a good indication of income, and we found that it is not; a
house value of average value is owned by households of all incomes.

1 Whether a housesite exemption could offset the regressivity of the property tax
without necess itating an income -based adjustment, and we found we could not.

Given the divergence between the value of a house and both income and wealth, and given
the impracticality of determining, measuring or taxing net worth, the commission believes
that income i s the best way to measure tax burden on a [qiven\taxpayer -eguity- and_is the
most progressive way to tax residents for education at this time.

While the historical and administrative reasons for the distinction between renters and
homeowners are clear, the commission could not find a principle -based justification for
treating the two groups of residents differently. The commission believes the locally voted
education tax should be based on the income of all residents. Renters would receive a credit
to offset the education property tax paid through their rent (1D). We recommend initiating
a process of data collection and analysis to enable the implementation of this change.

The commission believes that the equity of the locally voted education tax is cr  ucially
important. Unlike many other taxes, it both collects and distributes. After the allocation of
categorical grants, we rely on the locally voted tax to raise the amount needed to provide
the education of the students in each district. If this tax is inequitable, it is likely that
education will be distributed inequitably. For this reason, we believe the relationship
between income, poverty, and education spending is vitally important to track. At this time,
it appears that a combination of district co nsolidation, heavier weighting for poverty, and
moving to an income -based tax for residents will improve the equity of the education tax.

Recommendation 2: Broaden the Sales Tax Base

Key components:

A. Expand the sales tax base to all consumer -level purchases of goods and
services except health care and casual consumer -to-consumer
transactions.

B. In health care, extend the provider tax to those provider categories that
are not currently included.

C. Use the gain from broadening the base to p rotect low -income Vermonters
and reduce the sales tax rate to 3.6%.

D. Continue to eliminate the sales tax on business inputs.

All other things being equal, a broader tax base is more fair, more sustainable/stable, and
simpler than a narrow tax base. If you combine a broader tax base with a lower rate, the
new system becomes even more sustainable.

13|Page
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Vermont has one of the narrowest sales tax bases in the nation. There are a variety of
historical reasons for the exclusion of various industries and economic cate  gories from the
sales tax. We examine each of those reasons, find that there are only three categories whose
exclusions from the sales tax still make sense: health care, whose complexity requires
separate treatment; casual sales for which the administrativ. e burden of sales tax collection
outweighs the potential revenue; and business inputs  (2A, 2D).

In particular, we believe there are more efficient ways to protect low  -income Vermonters
from the burden of a sales tax on necessities, and more effective way s to promote public
goods than exemptions from the sales tax. We also believe that there is nothing inherent in
services that makes them less amenable to a sales tax than goods, and the historic
exclusion of most services from the sales tax will become more destabilizing over time as
services become a larger and larger portion of the consumer economy.

As part of ourits- proposal, the commission recommends extending the sales tax to those
grocery-type items currently exempt from the Meals tax, including items like whole pies,
cakes, loaves of bread, etc., to be consistent with the extension of the sales tax to groceries.

We conclude that health care is not amenable to a sales tax, but that we can create a

functional approximation of a sales tax on healthcare , wi t hout | i miting Vermonterso® access
to health care, by extending the provider tax to the remaining health care provider

categories that are not currently subject to the provider tax (2B).

The new revenue resulting from the broadened sales tax would be d eployed first to
strengthen and rationalize the distribution system to support lower -income Vermonters,
and to make sure that no one is harmed by the tax changes, and second to lower the sales

Recommendation 3: Modernize Income Tax Features

Key components:
A. Expand the personal income tax base.
B. Study the effect on Vermont Pass-through Entities of an entity level tax.
C.Examine opportunities to improve Vermontds estate tax.
D. Explore options to improve the corporate income tax.

We recommend expanding the personal income tax base by a) continuing to promote
Vermont as a remote w orker destination and ensuring that rural areas have the
infrastructure such as high speed broadband internet to support remote workers, and b)
continuing to review tax expenditures to ensure these expenditures are accomplishing the
purpose for which they were intended (3A).

We recommend studying the effect on Vermont Pass -through Entities (PEs) of an entity
level tax to replace the present system of non -resident withholding and composite return
filing (3B). Consider mandatory composite filing for all PE s with non -resident members.
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Continue to allow the individual non -residents to file a Vermont return and take a credit
for their share of the taxes paid.

We recommend examining opportunities to improve Vermontofs estate ta
to monitor wh at our neighboring states and the federal government are doing relative to

exemptions, b) studying the possible elimination of the present estate tax structure and

repl aci ng deemedsaied ht mp®& of (3€)x on death

We recommend exploring several aspects of corporate income tax, including: a) the effect of
adopting Finnegan with respect to Unitary Tax apportionment, b) the effect of adopting a
Single Sales factor approach to apportionment for multistate corporations, c) tax
expenditures related to the corporate tax to ensure they are still serving their intended
purpose (3D).

Recommendation 4: Undertake Analysis in Order to Eliminate Tax
Burden/Benefit Cliffs

Key components:
A. Undertake an ongoing study of income, taxes, and the transfers or
benefits that help families meet their basic needs.
B. Find ways to lessen the steepness of the tax and benefit cliffs.

Although we think of taxes as payments to government, the redistribution of those
payments, through benefits and credits, is crucial in dete  rmining the equity of the whole
structure. A comprehensive and ongoing study of income, taxes, and the transfers or
benefits that help families meet their basic needs would help future legislatures look at
changes over time, recommend adjustments, and meas ure progress (4A).

As has been demonstrated in the Basic Needs reports, different family types have different
needs. Looking at the combined effect of taxes and public benefits for different family types

at different income levels would reveal where the family may go backwards fi earning more
in wages but losing a greater amount in benefits (aka the benefit s cliff). This is devastating
if it is unexpected; if it is anticipated, it is a disincentive to work. We need to make it a

reality for people to work more hours, take on more responsibility in their job, earn more
money, and see some improvement in their ability to make ends meet.

There is a crucial link between our other recommendation to broaden taxes dparticularly
the sales tax i and this recommenda tion to analyze the current distribution of taxes and
benefits, and to remedy the unintended problems. A significant portion of the new revenue
resulting from the broadened sales tax would be deployed to strengthen and rationalize the
distribution system t 0 support lower -income Vermonters, and to make sure that no one is
harmed by the tax changes (4B).

Recommendation 5: Improve Administration of Property Tax

Key components:
y P {Formatted: Indent: Left: 0", Firstline: 0" }

15|Page
2. Summary of Recommendations Tex-Stracture-Commission




A. Move expenditures for mental health services and for employee health
insurance from the Education Fund to the General Fund.

B. Establish an ongoing Education Tax Advisory Committee.

C. Develop a program at Property Valuation and Review to appraise large
and/or complicated property and to defend the appraisals.

D. Study alternatives to the common level of appraisal.

In order to align local budgets with the costs local officials can actually control, we
recommend the State move expenditures for mental health services and for employee
health insurance from the Education Fund to the Ge neral Fund (5A), along with
proportionate revenue sources.

We also call for an ongoing Education Tax Advisory Committee  to monitor the system, to
report regularly, and to make annual recommendations to the Legislature (5B). Annual
recommendations would i nclude the tax rate(s) and yield(s) and the amount of the
stabilization reserve. Other recommendations, such as adjusting student weights or other

changes to the system could be brought to the

We recommend the creation of a program at Property Valuation and Review to appraise
large and/or complicated property and to defend the appraisals  (5C). We also recommend
analyzing other ways in which local administration could be strengthened and supported by
the State. The curren t per -parcel payment should be reviewed and a payment schedule that
is based on both the size of the town and the certification of the local officials should be
considered. We believe that the State can make investments in the administration of the
propert y tax that will be offset by increased tax revenue.

Finally, we call for a study of alternatives to the common level of appraisal (CLA) (5D). The
State must ensure Vermonters in different towns pay a comparable education tax on

properties of equal value a nd therefore must be able to determine what constitutes equal
value. However, the CLA can contribute to wild swings in valuation estimates and tax

liability. Several alternatives have been proposed and should be studied to evaluate

fairness, simplicity, an d administrative burden.

Recommendation 6: Create a Comprehensive Telecommunications Tax

Key components:
A. Repeal the Telephone Personal Property Tax.
B. Study changing FCC regulations.
C. Craft a comprehensive telecommunications tax with an adequate
revenue stream to sustainably support the Vermont Universal Service
Fund, E911 and public access services.
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We recommend repealing the Telephone Personal Property Tax as it is declining every year
and is based on somewhat outdated technology as a base for the tax (6A), and replace the
lost revenue with another source based on more contemporary and long -term sustainable
technology, or simply increase other telecommunications taxes on the providers to make up
for this lost revenue.

We recommend creating a comprehensive telecommunications tax, with careful attention to
changing FCC regulations (6B), that also supports the Vermont Universal Service Fund,
E911 and public access services (6C).

Recommendation 7: Utilize Tax Policy to Address Climate Change

Key components:

A. Implement tax credits and exemptions to reduce the upfront cost of some
investments that will make the transition to a low -carbon economy
possible.

B. Take a fresh look at the role of taxes in mitigating climate change.

C. Whetheritisa carbontaxoracap -and -trade agreement, care must be
taken to return revenue to lower -income households.

Even though the commission strives to keep the tax base as broad as possible, we support
the use of tax credits and exemptions to reduce the  upfront cost of investments that will
make the transition to a low -carbon economy possible (7A).

We recognize that Vermont, being farther north and farther from the Atlantic than many
northeastern cities, will see interest from people moving to avoid the consequences of

climate change. At the same time, we recognize that intact forests are important tools in
addressing climate change as they store carbon, prevent erosion and flooding, and protect
biodiversity. Are we able to guide new development toward vi  llages and away from forests?
The Vermont Climate Action Commi ssion report
greenhouse gas emissions, severe weather, and financial challenges prompt a fresh look at

Ver mont ds smart growt h st nadteasgmeansto aldressdinsated use gover
0 |

change.
(7B).

We agree. And we recommend that the

Although the tools chosen to speed the transition to clean energy may not technically be
taxes, we recommend carefully returni ng revenue or benefits to overcome any potential
regressivity (7C).

Recommendation 8: Collaborate with Other States to Build a Fairer, More
Sustainable Tax System

Key components:
A. Add an annual excise tax to the registration fees for electric cars.
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B. Par tner with other states to coordinate and strengthen our tax
structures.

C. Work with other states to develop uniform asset -reporting requirements
and collect information.

Every state in the nation is evaluating decreases in gasoline consumption as athrea  tto
transportation funds. We recommend that Vermont add an annual excise tax to the
registration fees for electric cars as their contribution to the Transportation Fund in lieu of
paying gas taxes (8A). This tax should persist until the technology is avai  lable to charge
each vehicle for the miles, or even better, the pound -miles it travels on Vermont roads. We
also recommend that the Vermont Agency of Trans portation and Department of Taxes
track other approaches as they progress in other states to ensure t hat our system continues
to evolve and adopt best practices.

The commission recommends collecting information on assets in Vermont, initiating
reporting requirements if necessary, and working with other states to explore the issues
and to design and eval uate possible uniform approaches (8C). The effort of the Multistate
Tax Commission to bring clarity and consistency to the sales tax through the coordination
of member states is a recommended model.

The commission recommends collaborating and partnerin g with other states to coordinate
and strengthen our tax structures  (8B). Some past successful efforts include streamlining
the sales tax with the Multistate Tax Commission and joining the Regional Greenhouse

Gas Initiative. This type of partnershiphasth e advantage of reducing the o0race to the
bottomé6 in which states try to lure business by | owering taxes;
issues; it simplifies filings for businesses in several states;

structure. Rather than movi ng to the middle, together we may be able to move the middle,
and end up with a fairer system.

t

and
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3. Principles and Whole Tax Structure

Introduction
The General Assembly directedthe Tax Structure Commission (0TSCO6 or o0the Commi

ssi

0N (

or ohmission6JSGtoohave as its goal, a tax system [ Commented[SSi0}: FromBram

J

sustainability, appr opr iAecordngle thesprinciples devedoped byt v . 6
the NCSL, with minor changes, were adopt ed by the TSC to guide our analysis of the

current structure and our evaluation of possible recommendations. Before applying the

principles, it is important to note three considerations.

1. The principles are designed to be applied to the tax structure as a
whole. Although each tax contributes to the structure, and the role of each tax
in meeting each goal is important, some principles can only be evaluated by
looking at the bigger picture. Achieving revenue stability through a balanced
variety of revenue so urces, for example, requires looking at the combined effect
of all the pieces.

2. Some principles are conflicting. For example, taxes that are the simplest are
not likely to reflect the ability to pay. Or, a tax that is in line with one in a
neighboring state may not raise sufficient revenue. The principles do not include
measurements of success, but rather they refle ct general goals that can be met to
different degrees. Tradeoffs and balancing are required. Again, the goal is to look
at the whole structure and the whole set of principles.

3. The goal of aligning a state tax system with the principles is a moving
targ et. For the tax structure to reflect these principles over time, it must
respond to changes in needs for revenue, changes in the economy, and changes in
the population. To a certain extent the structure can be designed to minimize the
frequency of legisla tive intervention needed, but maintaining the right mix of
revenue sources and tax levels to meet changing public needs will require
periodic review, analysis, and modernization.

This chapter evaluates Vermontods t ainttatr uct ur e, and the major
structure, based on the pr|n<:|p|es of sustalnablllty, eqwty, and appropriateness. Stthen-

Ht also offers a few words on the goal of taxmg bads not goods
6 the idea that shn‘tmg taxes away from socially beneficial activities and onto socially

harmful activities can achieve social goals and increase economic efficiency. This is also
known as otaxing bads, not goods. 0

This leads to Chapter 4, which examines the ability to pay in terms of income, and in terms
of assets. In Chapter 5, we make Htthenmakesthe case for an ongoing study of incom e
taxes, transfer payments, and government benefit programs in order to better understand

the equity and progressivity of our tax structure as a whole. We also make a
recommendation for restructuring taxes, transfer payments, and government benefits with

{Formatted: Indent: Left: 0", Firstline: 0"
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the two goals of eliminating t he-incomeVermbntetss cl i ffsd and of protectin
from any additional tax burden caused by the changes we are recommending to the tax
system.

In the following evaluation of Sustainability, Equity, and Appropriateness, the bullet points
in the box under each heading are from the Principles of a High -Quality State Revenue
System (National Conference of State Legislatures, 2007)

Finally—

,{Formatted: Indent: Left: 0", Firstline: 0" }
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Sustainability

A Co mp elémemdssthat are complementary, including the finances of both state
and local governments.

A Produces revenue in a reliable manner, prjoritizing stability, ce
A Relies on a balanced variety of revenue spurces.

Balance

Al't hough there are no accepted opti mal proportions, it is generally

portfolio should include a mix of consumption, property and income taxes both to provide a
broad tax base and to promote revenue stability, as different taxes ten  d to have different
economic cycles. The chart below shows the average mix in all states, the current mix in
Vermont, and the mix that would result if the tax on all housesite property were replaced
with an income -based tax as recommended by the commission .

Figure— 2
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Figure 1 Graph by Tax Structure Commission using détam U.S. Census 2018 Annual Survey of State and Local <« { Formatted: Caption, Line spacing: single }
Government Finances (2020), with a correction for local property taxes paidootnote below. :
Currently, Vermontdés reliance on the property tax is above average

sales tax is below average. The commission has recommendations to decrease the reliance
on the property tax (by replacing the housesite education property tax with a n income-
based tax) and for increasing the base of the sales tax to eliminate most expenditures and
to include services. Because the commission is also recommending a decrease in the sales

axes-—S and v ntith-a-correctionforlocal

property-taxespaidd £ ¢/ dzNN I GGNROdzi Sa (tisnSax wdgcNE pari asedl6n (i KS K2YS&aGSIF R SRdzOF
income ($162.3M) to the income tax category, not property Ehis does not show the recommended change
concerning renters which is assumed to be a credit equal to, and offsetting, the additional tax amount. {Formatted: Indent: Left: 0", Firstline: 0" }
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tax rate, the net effect will be revenue neutral and the sales tax proportion relative to total
revenue will therefore remain the same.

But, even with this type of balance, the revenue stream can be volatile, depending on

changes in the tax _bases, changes in the population, changes in the economy, and changes
made by th e legislature. Volatility can result not only in changes in the tax base from year

to year, but also in changes between the time the budget is prepared and when the tax
revenue is actually collected. This volatility is seen in the income tax and the sales tax. This
within -year volatility is dealt with by maintaining a stabilization reserve and/or adjusting

the budget mid -year to account for changes.

This within -year revenue volatility is mostly avoided by the property tax for two reasons.
First, rather th an keeping the same rate from year to year, the property tax rate is set each
year to raise the revenue needed. The rate is calculated by dividing the amount needed by
the tax basefi so the right amount is billed. Second, rather than applying the tax rate t o]

the coming yeards tax base, which is unknown at the time the budget
property tax rate is applied to a tax base that is determined and fixed before the rate is set.

But volatility is also an issue for the taxpayer. The stability of the Education Fund, for

example, results from the property tax functioning as a shock absorber, making up for the

combined increases and decreases in other revenue sources so that the Education Fund is

filled. The income tax, in contrast, variesdepend i ng only on the taxpayerds income, making
is less of a problem for the taxpayer. While this means the tax revenue is variable, it also

serves as an automatic stabilizer to the economy; in recessionary times, the tax is reduced,

enabling consumer spending.

Sustainability and the Major Tax Types

Sustainability and Education/Property Tax

The National Conference of State Legislatures (NCSL) principles call for the taxes of state
and local governments to be complementary. The current state/local system relie s
disproportionately on the property tax, which is the main source of local government

revenue. Shifting the residential education tax from a property tax to an income -based tax,
as recommended by the commission, would reduce this as indicated in the char t above.

Because property tax, however, is generally thought to be more stable, a shift to an income -
based tax could make the Education Fund revenue less stable. To increase stability, the tax
rate should be set annually to raise the needed amount, as i tis with the property tax. It is
important to note that the property tax is generally paid out of income; during the

pandemic we see nonpayment of property tax bills because incomes, and not the property
values, have decreased.

Because the Education Fund has multiple sources supplying varying amounts each year,
and because the Education tax serves as the shock absorber to make the fund whole after [Formaned: Indent: Left: 0", Firstline: 0" }
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accounting for the changing sources and uses, the commission recommends creating an
ongoing advisory commissi on to monitor the Education Tax and to make recommendations
for the rates, annually, as well as for any changes needed for continued sustainability.

Sustainability and Consumption Tax

With consumption taxes, the broader the base, the more stable and  sustainable the tax
revenue. This is because with a broader base, any particular category or industry makes up

a smaller part of the tax base, and growth or decline in that category or industry has a

smaller effect on overall tax revenue, and more chance o f being offset by a different

industry moving in the opposite direction. This is true both of short -term impacts (COVID -
19 drastically reduces tourism for a few seasons) and long -term impacts, like the
accelerating and expected permanent decline of gas -powered cars.

In addition, our recommendation is not only to broaden the base, but also to lower the rate.
Lower rates are by their nature more stable than higher rates, both economically (less
likely to stimulate efforts to find lower -price substitutes) and socially (less likely to cause
informal and formal protest and action).

Taken together, we believe these steps will make Vermontds consumpt
significantly more sustainable over the next two decades.

Sustainability and Income/Esta te Tax

Vermont taxes both individual and corporate income tax, as well as imposing tax on trusts.
Business income generated by pass --through entities is taxed at the individual level.

Sustainability of Vermontds i nconieealiligytoadagt®t em i s highly dependent o
economic factors in the state and the world in general. All but five states in the United

States, and most foreign jurisdictions , have a form of income tax indicating popularity and

in turn stability again, provided the system isa  daptable to changes as needed.

Volatility exists in the Vermont income tax system, because it is collected based on the
premise of income which can vary due to economic factors, size and composition of
population and other factors which affect all states. Unfortunately, the size and
composition of our population tends to potentially exaggerate volatility. Despite this,
income tax in Vermont has been relatively stable when compared to other Vermont taxes.

The estate tax is even more volatile because it r equires a death which cannot always be
predicted. It is definitely not a stable predictable source of tax revenue.

The recommendations of the Commission do not affect the volatility or sustainability of the
income tax or estate tax.
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Equity

A Imposes similar tax burdens on people in similar circumstances.

A I mposes a higher burden on people
on individuals with low income.

A Promotes equity

with greater abil

and both actual

fairness, and

The NCSL principles call for imposing a higher burden on people with greater ability to
pay, which is also known as vertical equity or progressivity. In applying this principle to
taxes, income is generally used as the measure of ability to pay.

The equity princi ples take on particular significance when considering the decades -long
trend of rising inequality in the United States and in Vermont. The Economic Policy
Institute reports that the share of total income captured by the top 1% of U.S. families
doubled from 10% in 1979 to 20.1% in 2016. The gap also grew in Vermont, albeit from a
somewhat lower base and at a slower rate. In 1979, the top 1% of Vermont families

captured 7.8% of total income; by 2013 this share had risen to 13.8 % (Sommeiller, Price, &
Wazeter, 2016) . See a more comprehensive discussion of this topic in  Chapter 4.
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Other taxes, such as the sales tax, avoid regressivity by exempting goods that are

necessities. The Tax Structure Commission recognizes that an individual tax may be
regressive, but it is the progressivity of the overall structure that is most important.

Imposing a flat tax that falls more heavily on lower  -income households may be easy to
administer because it is simple, and it could actually make the overall t ax structure more
progressive assuming the revenue is directed toward meeting the needs of the lower  -income
households, either through the income tax, tax credits, or other programs.

For example, levying a sales tax on heating fuel may be regressive beca use fuel purchases
are a higher percentage of the income of lower income households than of higher income
households. Yet it may play a valuable role in discouraging the use of fossil fuels i and it
raises revenue. If the amount of money lower -income households pay in the fuel tax results
in an equivalent income tax reduction or credit, the regressivity is offset, the state receives
more tax revenue from the higher -income taxpayers and nonresidents than it did without
the tax, and fuel consumption is discoura ged.

Equity and the Major Tax Types

Equity and Education/Property Tax

The principles call for imposing similar tax burdens on people in similar situations, which
is also known as horizontal equity. The unequal tax burdens in school districts, resulting
from unequal Grand Lists, formed the basis of the Brigham decision and th e subsequent

GAGdzi § 2y ¢ || Bdmibte jAdedt YeR 0'OF@RING20Y A Ot 2 f);
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changes in the Education Tax so that the tax rate now is the same in any district with the
same spending per pupil.

But vertical equity is still an issue. For households with incomes less than $140,000 or so,
the-tax education tax increases slightly as a percentage of income; it drops at higher
incomes. Changes recommended by the commission would move all households to paying a
flat percentage of their income. While this would not result in a progressive tax, it would
improve the progressivit y of the overall structure.

{Formatted: Indent: Left: 0", Firstline: 0"
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Equity and Consumption Tax

Sales taxes are by their nature regressive 0 everyone pays the same, regardless of ability to

pay. In fact, taken in isolation, our recommendation to extend the sales tax to all consumer

purchases of goods and services makes Vermontods sales tax more regressi
necessities like groceries are exempt, and lower -income households spend a higher

percentage of their income on groceries than do higher -income households. This means that

including groceries and other necessities, as we recommend, adds to regressivity.

However, we do not make this recommendation in isolation. We note the vital importance of

protecting low -income households from bearing any additional burden, and  in Chapter 5] [ Commented [SS11]: Bram ]
wehave recommended a comprehensive review of the income, transfers, and taxes for low -

income Vermonters to ensure that 1) no one is bearing an undue burden of taxation relative

to their resources; and 2) that Vermont -eliminate the benefit oclif
income household to be worse off when their income increases. We be lieve that if these

issues are addressed in conjunction with our recommendations on the sales tax, we can

achieve the goals of making the sales tax simpler, more sustainable, and fairer through a

broader base and a lower rate while at the same time protect ing low -income Vermonters

from bearing any additional burden due to the expansion of the sales tax base to include

necessities.

Vermont has a progressive income tax structure. Because of tiered rates that increase as
income increases, a form of progressivity is achieved since those at higher income levels pay
a larger percentage of their income due to the rate steps as opposed to say, a flat tax rate on
all income.

Vermontds tax system achieves tax equiiyyWitho some degree because of
respect to personal income tax, Vermont also offers other ways of achieving tax equity such

as the earned income credit, -elatedcedtdésichastredi t and other business
Research and Development Credit and the Business Investment T ax Credit for Solar
Investment.

Equity and Income Tax

Vermont has a progressive income tax structure. Because of tiered rates that increase as

income increases, a form of progressivity is achieved since those at higher income levels pay

a larger percent age of their income due to the rate steps as opposed to say, a flat tax rate on

all income. Vermont also offers other ways of achieving tax equity such as the earned

income credit, rent er 0 srelaed erefitstsuchaas tihe Reselwechandb usi nes s
Development Credit and the Business Investment Tax Credit for Solar Investment.

Here is one of the major findings of the Vermont Tax Study 2005 -2015{Feachout-
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relatively low effective tax rateg\cross most income levels, Vermont has an
effective income tax rate lower than those in other New Englatessind New
Yor k. Vermontodés effect isteeplyatadjustadgrosse begins to cli mb more
income (AGI) levels exceeding $100,000. In 2015, Vermont had the highest

marginal tax rate in New England and New York at 8.95 percent; in Vermont, that

rate applies to taxable income above $411,000. The state relies on these upp

income taxpayers for a sigicant share of total income tax revenue: the top 5

percent of resident tax filers, with AGI over $165,500, paid 48 percent of resident

income taxes in Vermont in 2015.

Similarly, a relatively small share of taxpayers acddion most of the corporate

and estate tax revenues. Eigifityir percent of corporate income taxes are paid by
larger, mainly owof-state businesses. Despite roughly 5,400 deaths in Vermont
annually, only about 84 estates per year are subject to theegatatCombined,

the Corporate Income Tax and Estate Tax accounted for a relatively small share
of total state tax revenues, 3.3 percent in 2015.

Because Ver mo nbasédstaxedhon mdvidualnncamm eorporate .« [Formatted: Left, Indent: Left: 0.35", Firstline: 0"
income, and qualifying estatesare linked to the federal tax code, changes in
federal tax policies could have major implications for state reveflieachout, [Field Code Changed

Manchester, & Wexler, 2017)

The recommendations of the Commission do not affect the fairness of the income tax.

Equity and Estate Tax

By its nature, the Estate tax is progressive. It is designed to tax the wealth upon the death
of an individual over a certain threshold. Those de cedents that fall below the threshold do
not even have to file a return. In 2016, legislation was passed to simplify this tax. There is
now a set threshold and a flat rate for all taxable estate over that threshold. The flat rate
does however detract sl ightly from its progressivity, since an estate that is one dollar over
the threshold is taxed at the same flat rate as millions of dollars over the threshold. The
threshold at present; however, is high enough so that decedents in the low net worth cohort
at death pay no tax. The simplicity outweighs the progressivity from an overall compliance
standpoint, mainly the less complicated a tax is, the more widespread compliance.

The Estate Tax has a mechanism called the step up in basis in the law. This simp  ly means

that because a decedentds estate is taxed on the fair market value
date of death, the property passes to the beneficiary at that value. When the beneficiary

sells that property, the stepped -up basis is used to calculate their taxable gain or loss. On

the one hand, this is regressive because it gives the beneficiary a perceived unfair

advantage since the appreciation the decedent realized during life escapes income taxation

because any future taxable gain is measured usin g the fair market value at date of death. {Formaned_ Indent: Left- 0" Firstline: 0"
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On the other hand, since the estate pays a rate of 16% on the total fair market value (the

decedent s original cost does not enter into the calculation), the
paying a higher rate ver sus an income tax rate. Also, if the step up did not exist and the

estate is taxed at full fair market value, the taxable appreciation of the decedent would be

taxed twice, once at the estate tax level and then again at the beneficiary income tax level.

This would add an unfair double tax. If the step -up was removed from the law, the Estate

Tax would become even more regressive since everyone receiving property from an estate

would pay tax on the taxable appreciation realized by the decedent across alli  ncome
cohorts. Yet another argument against the step -up would be for those estates below the
threshold that donét pay estate tax, the appreciation on the proper

date of death permanently escapes taxation.

The recommendation of the Commission to study the model of treating the Estate Tax as a

taxable sale at date of death would eliminate the missed taxation o
taxable appreciation. This would add regressively to the Estate Tax since this would be

payable by all income cohorts regardless of their net worth.

Appropriateness

A I's easy to understand and minimizes compljance costs.

A I's as simple as possible to administer, r@aises revenue efficient]
professionally, and is a pplied uniformly.

A 1l's transparent and accountable to taxpayers.

A Il's responsive to interstate and internatipnal competition.

A Minimizes its involvement in spending decjsions and makes any suc
explicit.

The NCSL principles call for tax simplicity and conformity for at least three reasons. First,
individuals and businesses operate in multiple jurisdictions and may be subject to multiple
filing requirements, which can be especially costly and burdensome if a state government
does not coordinate with other states, the federal government, and local governments.
Second, state staff will be better equipped to provide fair and consistent customer service,
minimize errors, and use a smaller proportion of revenue on administration if the tax
system is simplified. Third, it must be transparent and accountable to taxpayers.

The NCSL principles also acknowledge competition between states. As borne out by the

proliferation of state tax rankings in recent decades, policymakers face increasing p ressure

to use revenue systems as a tool for economic development. The principles note, however,

that benefits have to be measured against costs. When making decisions about where to

|l ocate, businesses wil/l consi der asavellagtax¢se s service | evels and ameni

Finally, the principles recognize that taxes disincentivize behavior and tax breaks
incentivize behavior. Deductions, exemptions and credits all intend to foster certain [Formatted: Indent: Left: 0", Firstline: 0" }
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activities, but they come at the cost of shifting the tax burden to other taxpayers.
Policymakers must continuously evaluate the effectiveness of all tax expenditures and tax
earmarks to ensure these tools are delivering their desired result more efficiently than
alternative options.

Appropriateness and the Major Tax Types

Appropriateness and Education/Property Tax

The commission recommends strengthening state support for professional administration of
the property tax at the local level.

The commission recognizes the baffling complexity of the currenth  omestead education tax
and hopes to simplify this by: replacing the dual property/income calculations with an
income-only tax; eliminating the property tax adjustment; making the bill directly

connected to the budget vote.

The locally voted education tax is different from other taxes in because it both collects and
distributes. If this tax is unfair, it is likely education will be distributed inequitably. For

this tax, perhaps the most important component of appropriateness is unambiguous equity,
as it wo uld support both the collection of revenue and the appropriate distribution to school

districts.

Clearly, Vermontds residential education tax is different than that
Vermont homeowners now pay an income -sensitized property tax which i s a locally voted

tax rate applied to their income. The average rate is 2.5%. The com

recommendations call for making the income -based residential tax more direct and
comprehensive. Although it would still average 2.5% of income, it would no longe  r be called
a property tax. This change in terminology may make state  -to-state comparisons more
challenging, but in practice there would be little change in the amount of net tax for most
taxpayers. The change would, however, increase the education tax on  higher -income
households which may prompt them to claim their residence in another state.

b Formatted: Indent: Left: -0", Right: 0.03", SpaceAfter:
8.55pt
Appropriateness and Consumption Tax
As we look at the appropriateness of the sales tax with a broader base and lower rates, and
evaluate that against each of the components of appropriateness, we find:
A I's easy to understand
Presumably, any tax with fewer exceptions is easier tounderstand 0i t s easi er t o
understand whatos taxed, and requires fewer explanations of why
are exempt from the tax. {Formatted: Indent: Left: 0", Firstline: 0" }
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AMinimizes compliance costs

Cash register, payment, and tax com pliance technology have made calculating the
sales tax due on any given transaction close to effortless for merchants. It is also
easy to report and remit totals due to the state. However, it is true that state audits

of individual merchants due turn up in  stances of non-compliance, sometimes in the
form of purchases made by a company which the company improperly deemed to be
exempt from the sales tax. The more we are able to exempt business inputs from the
sales tax, and the more we are able to include all consumer purchases in the sales
tax, the rarer such instances of non -compliance should become.

A Il's as simple as possible to administer, raises revenue efficie
administered  professionally, and is applied uniformly.

The sales tax is very well under stood and is currently administered across broad

swaths of the Vermont economy. It is efficient and administered professionally, and

our recommendations will increase the uniformity of its application.

A I's transparent antxpaamsountable to
While certain sectors have lobbied to keep their particular industry exempt from the
sales tax, there has been no broad tax -payer resistance to or demands for reform to
the sales tax. Consumers may not be explicitly aware of the categories that  are
exempt from the sales tax, but in general seem to understand the sales tax and to
expect to pay it on many of their purchases.

Excise taxes are different & we believe that most consumers are not aware of the
level of taxation on gasoline, alcoholic b everages, or tobacco products, so there is an
opportunity for greater transparency in these areas.

A I's responsive to interstate and international competition.
Lowering our sales tax rate will make us more competitive compared to New York

and Massachusetts, and will reduce our competitive disadvantage relative to New

Hampshire.

A Minimizes its involvement in spending decisions and makes any
involvement  explicit.

The lower the rate, the less a tax affects spending decisions. The broader the base,

the less a tax affects spending decisions, and the fewer involvements that require

explicit explanation there are.

Appropriateness and Income Tax

Most states have some form of an income )tax\ For example, New Hampshire , which does Commented [SS12]: Kept orignal first sentence over
not have a personal income tax, taxes interest and dividends and business income at the Bramdés as it goes better
entity level. SCNENce
{Formatted: Indent: Left: 0", Firstline: 0" }
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Appropriateness and Estate Tax

The estate tax is appropriate in that it captures  and taxes wealth accumulated during
lifetime if the estate exceeds the thresholds set in the law and these thresholds are set at
an appropriate level that does not unfairly tax those in the lower income and wealth
cohorts.

Taxing Bads Not Goods

We wunderstand the school of taxation thought that favors taxing oOba
which is to say, taxing things that we as a society want less of, like pollution, and less of

things we as a society want more of, like work. In particular, w e have studied A Green Tax

Shift for Vermont , a 2069-report frem-by Mermont Green Tax and Common Assets Project | Commented [SS13]: Report is technically byermont
(2009)- UV MB-s—Gund—tnotni tmotve ngt Valr mont 6s tax syst e| GreenTaxandCommon AssetsProject (although

dependent on taxes designed to encourage responsible environmental stewardship. ?ﬁ;'%: dp:ﬁ'rzzzﬂmﬁﬁfgeiﬁ;ng iﬁ;:)wi "

reference

We admire the thoroughness of Gu-n-dtbhse r eamalysid adidsthe comprehensive nature
of the plan for taxing bads presented in the report. We further agree with the sound
economic principle articulated inthe  Gund-report that the true cost of a product, including
the environmental costs to produce it, s hould be borne by the producer, and that
internalizing externalities allows the free market to better address environmental concerns.

The report Gund proposes to tax resources, to encourage a reduction in their use; pollution,

to discourage it, and land, t o discourage sprawl -(\/erment-GreenTax-and-Common-Assets—

Rrojee2009). As with many,t ahes systemads designed to reduce its own t a>
base over time. The goal is to reduce resource use and pollution. We do not dispute the

importance of those goals for Vermont; however, transforming the tax system to achieve

those |goa|s[w9uld—b&undgrmine ‘one of our three primary goals: sustainability. The goal of { Commented [SS14]: Fixed apparent typo ]
taxing a oObado6 is to make it go away, and therefore one starts with
tax unsustainable. We therefore view taxing Obadsdé as policy tool t

from current practice to a better practice, but not as an integral component of the tax
system we are recommending.

{Formatted: Indent: Left: 0", Firstline: 0" }
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4. Income, Assets, and the Ability to Pay [ Formatted: Font: Bold ]

One of the principles adopted by the commission is that the overall tax structure should

impose a higher burden on people with greater ability to pay, and minimize the burden on
people with low incomes. The words may differ, but this is a generally accepte  d principle of
taxation throughout the United States and the =~ Organization for Economic Co -operation and
Development (OECD) countries. However, according to staff of the Joint Committee on

Taxation, 0The notion of abilitytpbebdrdaxes)asy (i .e., the taxpayerds capac
commonly applied to determine fairness, though there is no general agreement regarding

the appropriate standard by whi c h:d(@omtCamsnstteess a taxpayerds ability to
on Taxation, 2015) .# While most tax analyses use income to measure the ability to pay,

\others\ prefer agree-that— this definition from frem-Investopedia -weuld-be-more-appropriate—: Commented [SS15]: i Ot her s® sounds
OAbi l ity to pay i s sthanstaeestoahtiemiount gf tax an mdiviguale Do you want to say fiwe pr

i it?
pays should be dependent on the level of burden the tax will create relative to the wealth or at jeast specify who prefers it?

emphasis added] of the individual -6 (Kenton, 2020) .5

In order to better understand the ability to pay, how it is changing, and the extent to which

Ver mont ds tax struct uisevewopldliadtanseasaore, trackpandi nci pl e
analyze changes in both income and wealth.

Income
Income is the generally ac cepted way to measure the ability to pay in the United States.
Nationally, the highest income categories have seen the greatest income growth. Data from
the Fe-deratl—Res @016 Survéy oflConduiner Finances _(Federal Reserve Board,
2017) show that the median income of families in the top income decile increased by 34% (in
constant dollars) between 1989 and 2016; the increase in the lowest quintile was 29%. This
further concentrated the share of income at the top. In 1989 the median income in the top
decile was 213 times the median income in the bottom quintile; by 2016 it was 252 times
the income in the bottom quintile.

Table-5

{Formatted: Indent: Left: 0", Firstline: 0" }
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Median value of before-tax family income for families with holdings [Formatted: Keepwith next

By percentile of income
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. {Formatted: Caption, Line spacing: single, Pattern:

The Economic Policy Institute examines income inequality by comparing the income of the

top 1% of the families to the remaining 99%. Their measurements indicate that the gap is
growing in Vermont as well, but it is not as wide. In 1979, the top 1% captured 7.8% of the
total income of Vermonters; by 2013 this share had risen to 13.8%; inthe ~ USUnited States

as a whole, the percentage grew from 10% to 20.1% -aceording-to-the EPlreport—
(Sommeiller, Price, & Wazeter, 2016) .7

As shown in Figure4 Data from U.S. Internal Revenue Servigiale—, whi |l e Ver mont
median income is similar to that of the USUnited States as a whol e, Ver mont 6
half is not as wealthy. In 2017, a family reached the top five percent in Vermont with an

income of $179,967; the U.S. average was $209,515.

0s
s wealthier

Table—*
djusted gross income floor on percentiles 2017 {Formatted: Font: 12 pt
Descending cumulative percentiles
R T?p T'C_)p T,?\p 'I;C.)_p -l:_?\p 'I:’C')_p {Formatted: Font: 12 pt
L 9 1V L0 U ro

percent | percent | percent | percent | percent | percent
Aunited 516 714 1 200 515 | 146 621 QA RAR AD £EQQ 20240 {FormattEd: Font: 12 pt

States 910,714 £VUJ,010 140,021 04,040 42,009 U, 04V
Vermont | 390,859 | 179,967 | 131,509 | 81,013 | 42,664 | 21,875 . {Formatted: Font: 12 pt
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Figure 4 Data from U.S. Internal Revenue Service.

Looking at the income distribution as a whole, the Congressional Budget Office has

computed the Gini cCoefficient to measure the difference in inequality of household incomes
between 1979 and 2016.° The Gini coefficient ranges from 0 in a perfectly equal d istribution
(in which each household has the same income) to 1 in a perfectly unequal distribution. The
coefficient rose from 0.41 in 1979 to 0.51 in 2016, indicating inequality has increased
(Congressional Budget Office, 2019) . The coefficient rises in periods of expansion and falls

in recessions.

An analysis of the adjusted gross income of Vermont taxpayers indicates a similar trend in
the overall increase between 1979 and 2018, and in the years of rise and fall. 10

Assets
It is clear that assets also play a role in the ability to pay, and that role has been growing.
According to economists Emmanuel Saez and Gabriel Zucman (2019),06 aggr egat e househol d
wealth has increased from 3 times annual national income around 1980 to about 5 times
national income in 2018 & (p. 6)&** To put the magnitude of value of assets in context,
Eleanor—Sawhillef-t-the Brookings Institution estimates  -thatitis—.

It is] Aovemnere-tharfive times as much as all the goods and services produced < Formatted: Quote, Indent: Left: 0.35", Line spacing:

in the U.S. economy insngle yearlf that amount were divided evenly across the single, Pattern: Clear

U.S. populatiorof 329 million, it would result in over $343,000 for eachsper.

For a family of three, t&%Sabl&over a million dollars in ass:¢
Pulliam, 2019)

The Survey of Consumer Finances calculates family net worth by subtracting liabilities

from assets. The data indicate that net worth is highly concentrated. The 10% of families in
the top net worth decile accounted for 77% of the total in 2016. The inequality of net worth

is even more extreme than the inequality of income; the before -tax income of the families in
the top income de cile accounted for 50% of the total income nationally _in 2016 (Federal
Reserve Board, 2017)-(2616) and 41% in Vermont _in 2018 (Sheehan, Income and Property
Tax Bases, 2020){2018).*

Cong ). dchan oy ome, 2016 to 2021.
10 Note that the definitions of income and the wrffamily, household, tax return) differ in each study so the

O02S8SFFAOASY(l AayQil O2YLINIofSod |1 2650SN) GKS (GNByR& I NB O2yaraidSyido
“Saez, Emmanuvuel—and Gabriel Zueman—2019 AProgressive Wealth Taxation, o0 Broo

{Formatted: Indent: Left: 0", Firstline: 0" }

4. Income, Assets, and the Ability to Pay Tex-Stracture-Commission




%

[Formatted: Keepwith next }

Shares of Total Wealth
U.S. Families, 2016

80%
60%
40%

20%
. . m H
Less than 25¢49.9 50¢74.9 75¢89.9 90¢100

Percentage of total net worth

0 —_— — | .

Less than20¢39.9 40¢59.9 60¢79.9 80¢89.9 90¢100

25
Percentile of family net worth
Figure 5 Data from 2016 Survey of Consumer Finances (Federal Reserve Board, 2017). < Formatted: Caption, SpaceAfter: 0 pt, Line spacing: ‘
Although there is not a perfect correlation, families in higher income deciles are wealthier. single
okl
. . Formatted: Keepwith next
»  Median Net Worth by Income Percentile. U.S. [ }
] .
= Families, 2016
©
© 2,000
&
= 1,500
T
% 1,000 <
2
= 500
£
S
=
@
z

20
Percentile of income
Figure 6 Data from 2016 Survey of Consumer Finances (Federal Reserve Board, 2017 “ | Formatted: Caption, SpaceAfter: 0 pt, Line spacing: ‘
L . . . . - single

The data indicate that the concentration of net worth in the highest income decile is 9
growing at a greater rate than the concentration of income. In 1989t  he net worth of U.S.
* SCF National-survey-data; 2016
15 SCF National-survey-data,—2016 { Formatted: Indent: Left: 0", Firstline: 0" }
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families in the top decile was 3.7 times their median income; by 2016, it was 6.3 times their
median income. For families in the lowest income decile, the median net worth is less than
the median income and it crept up slowly; it grew  from 29% of the median income of the
quintile to 43% between 1989 and 2016.

Hoble—
[Formaned: Keepwith next }
Median value of net worth for families with holdings
By percentile of income
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While there are differing views on how to measure  wealth & as discussed by Kennickell
(2017), Brickner et. al (2016), and Burtless (2019)_06*; and assets are notoriously difficult to
identify and tax, the commission feels it is important to understand more about their value,
their distribution, their importance in the economy, and how they are taxed. There are two

main questions:

RYAYA &G N
HAOAMT

3POET C ¢mp
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T Sshould assets be considered in the oability to payé that is usec
progressivity of the tax structure?
1 Should assets be taxed differently and more consistently than they are currently?

The table below provides the average value of each ass et class as a percentage of total
family assets, based on the 2019 Survey of Consumer Finances _(Federal Reserve Board,
2020).

{Formatted: Indent: Left: 0", Firstline: 0" }
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National distribution of assets (2019) and Vermont taxes (and tax expenditures) for each asset type

{Formatted: Keepwith next

Assets - as classified by - -
. " . Vermont Additional or Specific
Survey of Consumer  |9% of total asset}| Tax while holding Tax at Transactioh Federal Tax Preferende
Tax Preference
Finances
Financial Assets 42%
Transaction accounts 5% indirectly, bank franchise ta
Certificates of deposit 1% tax on |nterest;} indirectly, bal
franchise tax
Savings bonds 0% indirectly, bank franchise tay
Capital gains on sale of bonds Inisrest on VT Muni Bonds not
tax on interest on non VT mu| . . pia’g taxable. Capital gains on bond
Bonds 1% Capital Gains Tax subject to lower rates than . .
bonds . . sold receive up to $5000 in capi
ordinary income . . N
gains exclusion from income
tax on interest or dividend;
Stocks 6% quallfle_d dividends taxed a Capital Gains Tax Capital gains are_sub]gct to low Eligible for the $5,QOO capital ga
cap gains rates federally by rates than ordinary income exclusion
regular rates in VT
Pooled investment funds 9% Capital gains are‘subjevct to low Eligible for the $S,900 capital ga
rates than ordinary income exclusion
Taxable when withdrawn, Tax on contributions and incon
. except for Roth which recei earned within accounts is defer
Retirement accounts 15% .
no tax deduction for until withdrawal begins at -
contribution and then earnin retirement (except Roth)
Cash value life insurance 1% Indirect tax: a1 G
tax on firms
Other managed assets 4% Capital Gains Tax Capital gains are subject to low Eligible for the $5,000 capital ga
rates than ordinary income exclusion
Other 1%
Nonfinancial Assets |58%
Purchase and Use
i 0
Vehicles S Tax; Capital Gains
$250,000 cap gain exclusion
Primary residence 26% Annual property tax ($500,000 for MFJ); home Same as Federal
mortgage interest deduction
. . . Qualifies for 40% cap gain
Other residential property| 6% Annual property tax Capital Gains Tax Capital Gains are subject to lo exclusion up to the cap or the|
tax rates than ordinary incom¢ N
$5000 exclusion
. . . Qualifies for 40% cap gain
quity in nonresidential prop| 3% Annual property tax; Capital Gains Tax Capital Gains are s‘ubjecF tolo exclusion up to the cap or the|
tax rates than ordinary incomg N
$5000 exclusion
= > -
. _ . . Capital Gains are subject to o Quall_fles for 40% cap gain
Business equity 20% Capital Gains Tax . . exclusion up to the cap or the|
tax rates than ordinary income .
$5000 exclusion
Other 1%

18 19

Figure 8 National distribution of asset data from 2019 Survey of Consumer Finances (Federal Reserve Boar@ip2020). —

may not add to 100% due to rounding.

| Formatted: Caption, Indent: Left: 0.25", SpaceAfter:
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18 Theestates of Vermont residents who die with more than $4.25 million in assets are subject to Vermont's estate

tax (Vermont Department of Taxe
oughly-$1-4-trillion—and-they

s, N.dhMiscalyear 2048 lax-expenditiresreduced-federalincometaxtevenue

191n fiscal year 208, tax expenditures reduced federal income tax revenue by roughBtélion, and they
reduced payroll taxes and other revenues by an additiondD$illlion. These federal tax expenditures generally

carry through to impact state tax revenue, including Vermo(@enter on Budget and Policy Priorities, 2020)
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There are many opinions about whether and how assets should be taxed. A common
conception is that income is a flow and assets are a stock. Income is received annually and
should be taxed annually; the stock should not be taxed until it comes out of storage and
becomes income. Another view holds that the annual increase in the value of the assets
should be considered income, and subject to the income tax. Discussions of taxing wealth
are further complicated by considerations of the life cycle of a family; at least a portion of
wealth is future retirement income.

Ironically, assets are recognized as a component of the ability to pay when it comes to
transfers. Some public benefit programs have asset tests that limit the eligibility for
assistance or reduce th e benefits. This means that, at the lower end of the income scale,
assets affect redistribution of income. At the higher end of the income scale, they do not.

The most notable exception to any of the views of how assets should be taxed is the annual
taxat ion of the full value of real estate.

The commission heard particular concern over the relationship between the value of a
residence and the ability to pay in discussions about the education property tax. Although
an income tax on residents would more dir ectly reflect the generally accepted measure of
ability to pay, several people defended the appropriateness of a property tax because house
value is a proxy for wealth fi another indication of the ability to pay.

The following chart breaks out the aggregate value of residences and of net worth as
percentages of total net worth. Because the property tax is levied on the full value of the
residence and net worth is calculated after subtracting debt, the chart shows both the full
value of residences and the valu e after subtracting mortgage and home equity loans.

Figure 7

2SCF2016
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Residences and Net Worth
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Figure 9 Data from 2016 Survey of Consumer Finances (Federal Reserve Board, 2017). «
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Although the value of residences is lower in the categories of lower net worth and higher in
the categories of higher net worth, it would be unreasonable to use the house value as a
proxy for net worth. For families at the low end who own their home, the v alue the house
may exceed their net worth because it is mortgaged and the family has few other assets. In
contrast, the value of residences is only 14% of the aggregate net worth of families in the

top decile.

The value of financial assets, on the other ha nd, increases as net worth increases, as shown
in the chart below. Although nearly 100% of the families have a financial asset of some

kind, even a piggy bank, the financial assets and net worth are low for half of them. As the
median value of net worth in creases, the value of a house becomes less important and the
value of financial assets makes up a larger and larger share.

Fg re— 2%

2 SCF 2016 {Formatted: Indent: Left: 0", Firstline: 0"
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Financial Assets and Net Worth
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Figure 10 Datafrom 2016 Survey of Consumer Finances (Federal Reserve Board, 2017).

It appears that financial assets serve as a better indicator of net worth than residences do,
but houses are certainly easier to locate and value.

While a case could be made for a wealth tax, experiences in other states and countries have
not been particularly successful. Twelve _countries in the Organization for Economic Co -
operation and Development (OECD-)eeuntries- had variations of a wealth tax in ~ the-1996,
but now, although inter est in the wealth tax continues, only four countries have one.
Reasons for the decline include: it encouraged rich people to move to their assets and/or
themselves to other countries; it was a disincentive for foreign investment and slowed
economic growth; it was difficult to administer; avoidance was difficult to control; there
were |iquidity problems for people who had
revenue_(Organization for Economic Co -operation and Development, 2018). 22

In the United States, Florida levied a tax on intangible personal property (such as stocks

and bonds) with generous exemptions so that it was effectively only a tax on the wealthy.
Over time the rates decreased, avoidance increased, and the tax was basically gutted. In
fact, it was so easy to set up ownership structures to avoid the tax that an article in the

Fl orida bar j ouWhataslknownosntat sonc eldladagés are not always true.
Yes, all die, but may not have to pay taxes, at least not the Florida intangible tax ~ &_(Law,
2000).62

The commission agrees that wealth is an increasingly important determinant of the ability

to pay, and should influence our evaluation of the progressivity of our tax structure. The
commission recognizes that an asset or wealth tax could improve the ability of the state to

sustain tax revenue as the economy changes. However, the commission does not
recommend a wealth tax at this time, for several reasons.
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First, there are no Vermont data on the level or distribution of assets to allow necessary
detailed anal ysis. Second, we realize it is extremely difficult to define, track and tax assets.
Third, we are sobered by the experiences of others, acknowledge the problems, and
recognize that a national wealth tax would be more appropriate in avoiding some of the

jur isdictional and avoidance issues.

But the commi ssion doesndt want the conversation to end with the
commission recommends collecting information on assets in Vermont, initiating reporting

requirements if necessary, and working with oth _er states to explore the issues and to

design and evaluate possible uniform approaches. The effort of the Multistate Tax

Commission to clarity and consistency to the sales tax through the coordination of member

states is a recommended model.
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5. Analysis and  Restructuring  of the Overall Tax and | Formatted: Font: Bold

Transfer System

In order to understand the equity and progressivity of our tax structure, we recommend
undertaking a comprehensive and ongoing study of income, taxes, and the various transfer
payments and government benefit programs. This would help future legislatures look at
changes over time, recommend adjustments, and measure progress.

The study would first divide households, adjusted by size, into deciles by market income.
Next, it would compute tra nsfer payments received by each of those deciles. Finally, it
would compute taxes paid by each decile.

There are two approaches. The first would be based on state totals, similar in both
methodology and assumptions to the national studies done by the Con gressional Budget
Office (2020). The difference would be the addition of state taxes and state transfer
programs.

Average Income, Means-Tested Transfers, and Federal Taxes [Formatted: Keep with next

Thousands of Dollars
4001

Highest
Quintile

Income Before + Means-Tested Transfers - Federal Taxes
Transfers and Taxes

Income After
Transfers and Taxes

Figure 11 The Distribution of Household Income, 204draph from Congressional Budget Office (2020) «
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A second approach may be considered in order to differentiate between types of households.
This may be particularly important in shining a light on specific inconsistencies, such as
different treatment for households with children or renters, or for determining if there are
income levels at which there are sudden increases in tax liabilities or decreases in transfer
payments.
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The Legislature directs the Joint Fiscal Office to estimate the income needed to meet the
basic needs of Vermont families (2 V.S.A. 8 526).2 The basic needs study, completed every
other year, looks at six hypothetical family types:

Single Person

Single Person, Shared Housing

Single Parent with One Chi Id

Single Parent with Two Children

Two Adults with No Children 8 both wage earners

Two Adults with Two Children & one wage earner

Two Adults with Two Children & both wage earners

=A =4 =8 -a-a-a-

For each family type, the Basic Needs Budget Report stuey- estimates the cost of meeting its

basic needs which include food, housing, transportation, child care, clothing and household

expenses, telecommunications charges, health and dental care, rente
insurance, and savings (Legislative Jo int Fiscal Office, 2019) . 25

A concurrent study could look at the ability of these same hypothetical family types, at
different income levels, to meet that basic needs budget. It would illustrate points at which
the families net worth decreases (aka b enefit cliffs), and disclose exactly which taxes and
transfers contribute to the problem.

As an example, the chart below is based on one of the families in the  Legislative Joint—
Fiseal-Office—Basic Needs Budget Report: one working parent with two children, aged four
and six. The gross wages are on the horizontal access. The net wages, after subtracting
taxes, plus all state and federal benefits (including tax credits) make up the total net

resources available to the family. It illustrates that there are points at which a family may

earn more income and lose ground. The net wage increases steadily, but the combined
decreases in tax credits and various benefits result in the family having fewer re sources to
make ends meet.

This dismays unsuspecting families, and discourages work for those in the know. It is the
unintentional result of good intentions, but it needs a redesign. In addition to looking at

each tax provision or transfer program in iso lation, we need to look at the combined effect.
In addition to looking at averages by income category, we need to look at different family
types. In addition to looking at smoothly phasing out each benefit, we need to look at
smoot hly phasi mbiltyitorpayaVefwarmthat & féderal top -bracket income
tax rate of 50% would be too high, with the assumption that it would discourage work.
However, we effectively have created a marginal rate that is greater than 100% for some
families who do not ha ve enough income to meet their basic needs.
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Figure 12 Data from Basic Needs Budget Regdegislative Joint Fiscal Office, 2019)ote: Child Care Subsidy includes
the PreK voucher.
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Since most single parents with children are women, weol |l assume t ha
by a single mom. Note that as she works her way up from no income at all to an annual

income of $27,500, she has more and more resources available for her and her children.

Indeed, it is a testament to the Vermont community that someone with no income at all will

have about $50,000 in resources, and as her income climbs from zero to $27,500, her total

resources go from $50,000 to $70,000.

However, as she continues to work hard and get raises and promotions, or takes on a

second job, as her income goes up, her situation gets worse. From an income of $27,500 to

an income of $40,000, every extra dollar she earns takes more than a dollar out of her total

resources. I't isndét until sheds worked her way up to an income of $
for a moment on how incredibly difficult it is to work your way up from earning $27,500 to

earning $60,000) that sheds abawhensheowasehreingr esource | evel she w

$27,500.

However, then she hits another setback, and doesndt g
gets to $67,500. Over years of hard work, sheds added
family, sheds mor e teh,ananddo uybdte ds hheedrs ienxcaoent | y wher e she
years ago when she was earning $27,500.

e back
0,000 a yea
as all t hose
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This is clearly not the intent of anyone working on these programs,
would be too hard to solve, and tmanddstisgstiemstofreason to restruct
low-income assistance.

There is another reason to restruct-imcoree Ver mont 6s system of support

Vermonters. The changes we are proposing to the sales tax and the health care provider tax
will cause low -income Vermonters to pay ta x on some essentials, like groceries and home
heating, and some public goods, like education, that are currently exempt from the sales
tax.

As we will describe in the following chapters, we do not believe these exemptions are an
efficient way to protect | ow-income Vermonters from the burden of these taxes, nor are they
an effective way to promote public goods. We do firmly believe that low  -income Vermonters
must be protected from these burdens.

We recommend extending the sales tax to essentially all consu mer transactions, and

extending the provider tax to all categories of health care providers, using the gains from

broadening the base to 1) protect low -income Vermonters and 2) lower the sales tax rate to

3.6% and harmonize the provider tax rate at  3.6%. If you enact those recommendations, it

will mean that the additional _net tax burden (additional \sales taxes paid minus the savings { Commented [SS16]: From Bram }
from the lower tax rate on things they currently purchase) on low-income Vermonters will
be approximately as follows, by household income decile:

,,,,,,,,,,,,,,,,,,,,,,,,,,, { Commented [SS17]: From Bram }
Second income decile: $5.334 million
Third income decile: $ 5.745-5 million

Fourth income decile: $ 4.817 million 26

== == =4 =N

These, then, are roughly the amounts that we need to transfer  to these households to keep
them whole. With the expansion of the sales tax base and the provider tax base that we
recommend, we also recommend setting the sales tax rate and the provider tax rate at

3.6%. This this will raise about $65 million more than o ur current sales and provider taxes
do, which will allow us to return the $58 million to low -income Vermonters and have all
these changes be roughly revenue neutral.

The low -income Vermonters with whom we have spoken, and advocates for low -income
Vermonte rs, have been consistent in their assertion that it is important that these monies
not arrive in a lump sum at the end of the year. Rather, it is important to find a mechanism
to distribute these payments on at least a monthly basis, and bi  -weekly would be even
better.

There are many benefits to Vermonters and Vermontds economy to broa
bases and | owering the rates, but -iecenmel uti on of Vermontodés support fo
Vermonters must come first to ensure that no one is harmed in the transition.

2 See Appendix-4: Consumer Expenditures by Income Decile. See also Vermont Sales Tax C@l@axator
Structure Commission, 2021) {Formatted: Indent: Left: 0", Firstline: 0" }
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6. Education Tax Reform [ Formatted: Font: Bold

Introduction

Before attempting to evaluate or suggest improvements to the Education Tax, the

commission sought comments, criticisms, and suggestions from legislators, municipal

officials, school teachers and administrators, representatives of government and education

organizations, and citizens. And they delivered. First, we just listened. Then we

methodically organized, analyzed and discussed the comments we received before looking

for ways to address them. I f there was a kBommon t heme,
is equity, and its weakness is complexity.

Although we looked at ways to address the different issues individually, we do not
recommend a new box of Band -Aids. Instead, we looked for more fundamental structural
changes that would address as many of the issues as possible while maintaining equity. We
evaluated five possible approaches; two were rejected, three were considered improvements
to the current system, and we recommend one of those three.

Our recommendation is to replace the current educationt ax on the primary residence (and
up to two acres) with a locally voted tax on income. This would eliminate the homestead
property tax and the property tax credit. For many households, the tax bill would be the

same as the net bill under current law; the ch  ange would make the bill direct (as opposed to
requiring a credit in the following year) and there would no longer be a double system of
property tax and income tax on each housesite.

We do not see any principle -based reason that the education tax should be different for
renters than for homeowners, and we recommend that renters be taxed on their income and
credited for education taxes assumed to be paid through their rent. To design and
implement this component, we recommend initiating reporting, data co llection and

analysis.

The sections that follow document key issues that we considered in coming to our
recommendations. Rather than presenting only the points that support our
recommendations, we attempted to indicate different interpretations and diff erent
solutions.

The five approaches to structural change that we examined are outlined in the-Appendix 6-
1.

Background

wa s

t hat
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Education is both a state and a local responsibility, and its funding comes from both broad -
based state taxes and a locally voted tax. Finding the right state and local balance in both
governance and revenue is a constant challenge, not only to ensure educ ational quality, but
also to ensure equity between school districts.

Traditionally, K -12 education in the U-S-United States has been partially funded with state
taxes, and partially with local property taxes. In Vermont, as in many other states, the
property tax was adjusted in two ways to reduce inequities. First, in recognition that the

value of a home did not necessarily indicate the ability to pay, a circuit ~ -breaker program
capped the tax bill on a house based on the income of the owner. Second, in re cognition that
the disproportionately small tax bases of some districts made it difficult to raise enough to
provide an adequate education, various formulas were developed to distribute state funds to
help support these districts. Both remedies focused on  aiding those with the least ability to
pay (homeowners with low incomes, or districts with low tax bases per pupil) and not on
adjusting the overall system so that all homeowners or all districts had reasonably equal
ability to support education.

In the 1990s, what was known as the Foundation Formula was the mechanism for
determining the state aid distribution. Basically, the state estimated the amount needed to
provide an adequate education and compared this with the amount that could be raised
with a pr operty tax at a uniform foundation rate, district by district. If a district could not
raise the adequate amount at the foundation rate, state aid made up the difference.

Districts could levy an additional property tax to raise additional revenue, and most did.

As noted by the Governords Blue Ribbon Commi ssion on Educational an
Financing Reform (1993)in-1993, the success of the Foundation plan, like all the plans

before it, followed a predictable trajectory. When the program was passed, there was an

infusion of state funds, making property tax rates drop. Because the level of the property

tax was reduced, the level of inequity was reduced. But the profile of inequity was not

changed, and over time, as the state share decreased, the inequity became urgent again _(p.

11).*

In the Brigham decision of 1997, the Vermont Supreme Court decided

[T]-A-+—hhe turrént system for funding pubéiducation in Vermont, with its substantial J Formatted: Quote Char, Font: (Default) Times New
dependence on local property taxes and resultant wide disparities in revenues availablg Roman, 12 pt
to local school districts, deprives children of an equal educational opportunity in [Formatted: Indent: Left: 0.5" }

violation of the Vermont Constituti@n(Brigham v. State. 9602, 1997, p. B8
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We must confront the constitutionality of the system in lightheflimited nature - [Formatted

: Quote Char

: Quote, Indent: Left: 0.35", Line spacing:

of the Foundation Plands purpose. The 0B mated
educational opportunity generally, or even equality of local capacity to facilitate b‘ single
opportunity. It is only to equalize capacity to produce a minimally adequate [Formatted
education, assuming the voters can sustain thessteted rate2d (p. 65
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distribution of a constitutionally mandated right such as education may be excused merely

because a ominimal 6 | evel odp 2pgEortunity is provided to all

In response to the Brigham decision, the legislature made  fundamental changes to the
education funding system, some immediately with the passage of Act 60, and others over
time. The main changes are:
9 To reduce between-district disparity in ability to raise revenue, all non -homestead
property is taxed at a un iform state rate, and the revenue is shared by all districts.
9 To reduce between-district disparity in the ability to raise revenue, the homestead

education tax rates are a -dpprovedtsperwdimgperf t he di strictds voter

pupil i and not a functionoft he di strictds Grand List. For a
pupil, the rate is the same in any district. This applies to all districts; it applies to
all spending levels.
1 To better reflect the ability of taxpayers to pay the tax, the education property tax
on a housesite (house plus up to 2 -acre site) is adjusted to reflect the household
income.

Perhaps the most important feature of the system is its ability to maintain equity through
changes in the economy and in state and federal revenue, avoiding the predictable path of
past funding formulas. There are two main reasons for this. First, unlike e arlier systems,
all districts now benefit from state support of education, and all legislators have an interest
in supporting adequate funding. Earlier systems provided state aid for districts with low

tax bases but wealthier districts did not benefit from the scheme. Second, the equity
provisions are integral to the tax rate and apply to all levels of spending, so the equity does
not erode over time if state General Fund and federal contributions to the Education Fund
decline.

The income component is not direct. The housesite tax has been referred to as an income -
sensitized property tax. There are actually two rates set annually in each district -- one for
property and one for income, determined by spending per pupil in the district, divided by

the state -set yields. Effectively, homeowners pay the lesser of the housesite value

multiplied by the property rate or the household income multiplied by the income rate. In
practice, however, they pay the school property tax in one year and then receive a cred itin
the following year if the property tax paid on their housesite exceeds the tax that would

have been due if they had paid on income.

2 Brigham v, State. 9602 (1997). P. 6

given spending per
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The commission recognizes the important and significant advances made in reducing the
disparity between school distr icts, and in reducing the regressivity of the education tax.
However, after a generation of experience with the new system, the commission sought
comments, criticisms, and suggestions from legislators, municipal officials, school teachers
and administrator s, representatives of government and education organizations, and
citizens. 31

What follows is a discussion of the main issues raised, especially as they relate to principles
of taxation accepted by the commission. The main focus was the locally voted hom estead
tax; there was general support for the state tax on non -homestead property.

Following the discussion of the issues is a summary of our recommended changes, along
with comments as to how they relate to issues raised during the study and to the princ iples
adopted by the commission.

Fhe-Appendix _6-1 includes a summary of the other models considered.

Issues

Complexity

The most common criticism was the bewildering complexity of the locally voted homestead

education tax. According to the Vermont League of Cities and
property tax system is endlessly complicated, confusing and disconnected from the

education budgets that voters adopt at the local +—-e—wle ¢ v @orm 2020) .

Although several people testified that the current system is a vast improvement over the
earlier property tax and that complexity is a small price to pay for the gains in equity, the
commissioners agreed that the complexity is overwhelming the effectiveness of the current
education tax.

The complexity is primarily due to: use of a credit that comes a year late and causes the tax
bill to be di sconnected from the budget vote; and utilization of both property value and
income to determine the contribution of each household, creating what is essentially a
double system.

The tax is not direct; homeowners te-pay a property tax and, in the followin g year, receive a
credit for the difference between the property tax and what they would have paid based on
their income. Even though the net result may be the household income multiplied by the

di strictds i nc o myearpracessis @mtersome and cohfuging. The amount
of the homestead tax bill is not directly related to the budget voted that year and therefore

Towns

31| Reference-summary-of-issues-and-aisbdf people who testified and links to testimoityAppendix 22 {Formatted: Indent: Left: 0", Firstline: 0"
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somewhat unpredictable, as it includes a credit based on the prior year. In addition,

homeowners must apply for the credit and comple te a detailed compilation of the income of

all household members which is error prone. The  Vermont Department of Taxes calculates

the credit for each household and sends the information to each town. Local officials

subtract the credit from the tax due on  the property tax bills, often twice as a result of late

filings and corrections. And, because there is no longer a clear link between the budget

voted and the voterodos tax bill, the cost control and accountability
weakened.

The commission recommends eliminating the Property Tax Credit and implementing a
direct tax in its place.

The process is further complicated by the process involved in forcing the match between the
two systems, administered by different levels of government, with different calendars, with
different confidentiality requirements. For local and state officials, t he administration of
the double system is confusing and time consuming; for legislators and policy makers, the
complexity has resulted in spending penalties, income caps, house -value caps, and special
ratesfi all of which further compound the complexity. And , local officials are often stuck
with trying to explain the tax bills to taxpayers.

The commission recommends replacing the hybrid property/income homestead tax base
with a single tax base; and, to maintain equity, that single tax base should be income.

Equity

The commi ssionds accepted principles incorporate two standard conce
horizontal equity and vertical equity. Horizontal equity calls for equal taxation of people in

equal situations. Vertical equity calls for greater tax burden s for people with greater ability

to pay. While these are clear in concept, they are more difficult to evaluate in practice.

Most of the equity discussion involved the locally  voted tax on the housesite and the
income-based credit. In addition to complex ity, the current double system leads to different
characterizations of the tax and different impressions of its equity. The Blue Ribbon Tax
Structure Commission (2011) ef-206%1-noted two different perspectives: income tax
adherents who believe most residents pay an education tax based on their income; and
property tax adherents who believe the current system is a property tax on the housesite,
with a subsidy based on income.

Depending on the starting position, people measure equity differently. The income tax
adherents may feel that equity results from the net (property tax minus the credit)
education tax because it rises as incomes rise. So, in their view, households in the sa me
district with equal incomes should pay the same tax, even though one owns a $400,000
house and the other owns a $200,000 house. Property tax adherents may feel that equity

{Formatted: Indent: Left: 0", Firstline: 0" }
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results when people with higher value housesites pay a higher property tax. In th eir view
the tax bill of the $400,000 house should be twice that of the $200,000 house, and the
Property Tax Credit is considered a subsidy for those less able to pay.

This position leads to perceived inequities of the current system, focused on the cred it
rather than on the net tax people pay. The household with the $400,000 house will receive a
larger credit than the household with the $200,000 house, although the two net bills would

be the same because the household incomes are the same. Looking at the credit rather than
the net tax leads to the perception that the system is unfair.

It is important to note that the owners of the $400,000 house still do pay twice as much as
the owners of the $200,000 house in municipal property taxes, assuming their in comes
exceed $47,000. Municipal taxes support services and investments --including roads,
recreation programs, libraries, and town government fi that are more variable from town to
town, less controlled by state, and more related to the value of property.

locally voted .

Two main reasons are offered to support the property tax adherentds
equity of an education property tax on residences. The first is that higher income people

tend to have higher value houses. The second is that the residence is a type  of wealth that

most people have, and it is a good proxy for total wealth, which is also an indication of

ability to pay.

According to the American Community Survey  (U.S. Census Bureau) , 72% of Vermont
primary residences were ow ner-occupied in 2018, and 28% were renter -occupied. Figure13
Data fromVermontL egislativeJoint Fiscal Office-eeking-at- shows Vermont tax data on
owner-occupied households only, the median value of the house site increases as the
household income increases (Fable-1).

Table1-2

2017 Household # Owner -Occupied Median House

Income House Sites Site Value

< $47,000 52,410 $144,896

$47,001 - 90,000 58,991 $183,708

$90,001 - 136,500 33,766 $232,785

$136,501 - 200,000 13,818 $285,949

$200,001 - 300,000 5,665 $351,761

$300,001 - 500,000 2,645 $418,733

$500,001 - 1,000,000 1,048 $485,479

> $1,000,000 434 $582,394 N | { Formatted: Keepwith next }

Figure 13 Data fromVermontLegislativeJoint Fiscal Office
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However, the distribution is not tidy. ~ Figure14 Data from Vermont egislative Joint Fiscal
Officeln- demonstrates that within __any income category there is quite a range of house

values in a given year -{Figure-1H-.

Figure-1-33;

Number of Housesites by 2017 Household Income/AGI and Equalized
Value
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Figure 14 Data from Vermonkegislative Joint Fiscal Offe «

As discussed in_Chapter 4, (Chapter>X>X); Vermont does not have data on assets of its
residents so the commission relied on national data to look at whether the value of a

residence was a good proxy for wealth. At the

Survey of Consumer Finances collects information on the assets and liabilities of familie S,
and estimates the family networth At he di fference between the
its liabilities. For families with low net worth, the primary residence often exceeds 100% of

their net worth because they own few other assets and the residence is  mortgaged. The
Survey estimates that value of the primary residence represents 88% of the net worth of

families between the 50 ™ to 75t percentiles of net worth but only 25% of the net worth of

the families in the top decile (Federal Reserve Board, 2017).

% VermontJointFiscal-Office
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Given the divergence between the value of a house and both income and wealth, and given
the impracticality of determining, measuring or taxing net worth, the commission believes
that income is the best way to measure taxpayer equity and the most progressive way to
tax residents for education at the present time. However, the commission agrees that

wealth is an i mportant component of a householdds ability to pay, a
research on how wealth could be measured or included in the tax structure (see Chapter 4).
Lohosiom oo

Using income as the indicator of the ability to pay, Figure 5 illustrates the vertical equity of
the current homestead education tax, before and after the credit. The bars in the cha rt
below show the property tax on the housesite, before the credit. The dashed line shows the
net education tax paid (after the credit). While the bars indicate that the housesite property
tax is extremely regressive, the net tax (after the credit) is som  ewhat progressive up to
incomes of about $140,000, and regressive at higher incomes. There are also jumps
resulting from various housesite and income caps. It is clear that the current homestead tax
has improved vertical equity of the education tax and of  the tax structure as a whole, but it
is not a progressive tax.

Figure 5.2

4 Joint-Fiscal-Office {Formatted: Indent: Left: 0", Firstline: 0" }
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Education Tax as Percentage of Household Income
Calendar Year 2017
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One additional question about taxpayer equity was raised. Currently, the education tax on
housesites does not vary depending on the number of people in the household. In contrast,

the Personal Income Tax uses deductions and exemptions to adjust for the siz e of the family
supported by the income. The commission recognizes the tradeoff between simplicity and
equity and does not have a strong preference in this case.

The between-district horizontal equity received litle comment. The commission did not
receive testimony questioning the guaranteed yield system that provides equal per  -pupil
revenue for equal homestead tax rates. Nor did it receive testimony questioning the state
education tax on non -residential property. The commission believes both provisions have
increased between -district horizontal equity substantially, understandably, and simply.

Although the Brigham decision used equal spending per pupil as a yardstick, the

legislature acknowledged that the cost of educating students to state standards ¢~ an vary by
district based on the differing needs of the students, the size of the school, grade levels, and
transportation. For that reason, two districts might not be able to reach the same

educational standards with the same spending per pupil. Currently , the variation in the
needs of districts is addressed in two ways.

56|Page
6. Eductéion Tax Reform TFax-Structure-Commission

{Formatted: Keepwith next

{Formatted: Caption, Line spacing: single

{Formatted: Indent: Left: 0", Firstline: 0"




9 Categorical state aid is sent to districts based on their need for certain programs,
including transportation and special education.

9 Per Pupil Weighting adjusts the student countusedt o calculate the spending per
pupil that determines the tax rate. Heavier weights increase the student count and
decrease the rate needed to fund a given budget. Currently weights are applied to
account for grade level, English Language Learners, and econom ically
disadvantaged students.

Comparing the spending per weighted student across districts shows that the extreme
disparity that triggered the Brigham case has been reduced. An analysis by Public Assets
Institute found that spending for 2/3 of the (weig  hted) pupils in the state fell within $1,400
of the $15,400 state average. They calculated that the standard deviation in spending per
student had narrowed by 35% since the passage of Act 60 (Cillo & Yu, 2019, p. 1) 2%

Yet there are reasons to examine between -district equity more carefully. The commission
heard concern that high -income districts were spending more than low -income districts. To
examine the relationship between the household income of homeowners and spendi  ng per
pupil, we looked separately at three categories of districts in 2018: PreK  -12; elementary;
and high school. We also looked separately at union districts and town districts.

Of course, spending per pupil depends on multiple interacting factors. The most consistent
trends we found were:

{__In general, spending per pupil was lower in districts with more students. - ‘ Formatted: Font: (Default) +Headings (Century
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Putting those two prominent trends together, it would se  em that spending per pupil would Aligned at: 0.25"+ Indent at: 0.5"

be lower in districts with higher incomes. But that was not generally true. Holding
enroliment constant, there was also an offsetting tendency for higher  -income districts to
spend more per pupil. Because this relationship w as not statistically significant except in
town elementary districts, and because the relationship between enrollment and spending
was stronger in all types of districts, on average districts with higher incomes did not spend
more per pupil.

There were si gnificant differences between traditional town districts and union districts.

Town districts generally had fewer students, lower spending per pupil, and greater
between-district variation in spending per pupil, than union districts. Controlling for

enrollm ent, there was a positive relationship between spending per pupil and income in

town elementary districts, although it only accounted for about 5% of the variation in

spending per pupil. There was only a slight decrease in spending as enrollment increased in
these districts.
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Union districts, on the other hand, generally had more students, higher spending per pupil,
and less between-district variation in spending per pupil, poverty ratios, and incomes. In
general, the larger the enrollment in the union di  strict, the lower the spending per pupil. In
union districts there was little relationship between the spending per pupil and the average
income of homeowners.

It makes sense that by combining smaller town districts, unions would tend to reduce the
between-district variation in poverty and income, and blunt the impact of sudden changes
that make the spending per pupil more volatile in small districts. This snapsh ot is from
2018, when Act 46 was in the early stages of implementation, and there were still 108 town
elementary districts. It is likely that the relationship between income and spending will
decrease as these small school districts are incorporated into | arger unions.

As mentioned earlier, the extra cost of educating students in poverty is addressed by
weighting those students. If the weighting scheme were successful, we would see inequality
in spending per pupil , and equality in spending per equalized ( weighted) pupil ; higher
poverty districts would spend more  per pupil than lower poverty districts, but the spending
per equalized pupil would be same. The data indicate that, to a certain extent, this is
successful. Controlling for enrollment, spending  per (unweighted) pupil tends to be slightly
higher in higher -poverty districts, which is not what would be expected. But spending per
equalized pupil still tends to be lower in higher -poverty districts, indicating that the
weighting did not convince voters to  support the full supplement per poverty student.

The 201920 weighting study calculates a substantially higher weight for poverty than the
current weight (Kolbe, Baker, Atchison, & Levin, 2019) .2¢ This would mean that high -
poverty districts would be able to spend more per pupil at their current tax rate, and
presumably it would increase spending in those districts. And, because the poverty rate is
generally higher in districts with lower incomes, i  ncreasing the poverty weighting would
tend to offset the difficulty that lower -income households may have in paying taxes.

The commission believes that the equity of the locally voted education tax is crucially
important. Unlike many other taxes, it both collects and distributes. After the allocation of
categorical grants, we rely on the locally voted tax to raise the amount needed to provide
the education of the students in each district. If this tax is inequitable, it is likely that
education will be distributed inequitably. For this reason, we believe the relationship
between income, poverty, and education spending is vitally important to track. At this time,
it appears that a combination of district consolidation, heavie  r weighting for poverty, and
moving to an income -based tax for residents will improve the equity of the education tax.

Volatility
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Several people commented on the volatility of the Education Tax, and the commission
looked at this in two ways: volatility  in terms of the total amount raised for Education, and

volatility in the bills of taxpayers.

For most state taxes, such as the sales tax or the income tax, the revenue raised varies from
year to year depending on changes in the tax base. Volatility int  he revenue is a challenge
to steady budgeting to meet state needs. Volatility is an issue even within a single fiscal
year, as budgets are developed and approved without the knowledge of the amount that
most state taxes will raise during the year. Usually estimates are fairly close, but a budget

adjustment process is routine.

However, for the Education Property Tax the process is reversed; the budget determines
the education property tax rate needed each year to raise the necessary amount. And, in
contrast to other state taxes, the property tax base is known before the rate is set, so there
is very little guesswork. With the exception of delinquencies, the property tax will bring in

the amount budgeted. As a result, the Education Property Tax does not resu
insufficient revenue due to year -to-year changes in the tax base.

Itin

However, this shifts the volatility to the taxpayer. The education property tax functions as

the shock absorber that allows the Education Fund to be filled. The education property tax
must be increased or decreased in response to changes in the tax base (especially due to
appreciation as estimated by the Common Level of Appraisal), changes in education

spending, changes in uses such as health insurance, and changes in the other revenue
sources in the Education Fund including the Sales Tax, the Rooms and Meals Tax and one -
time money like federal funding after during the Great Recession or the COVID pandemic.

In some years, education property tax bills have increased at a rate that exce

eds the

increase in school spending, frustrating voters. This is not unique to Vermont; local rates
will rise to compensate for falling state aid in any state that relies on a combination of state
and | ocal funding for educat ioremovingparts. Ver mont 6s system has m

Some possibilities suggested for reducing the volatility in the tax bills are:
9 Create a stabilization reserve, to be used to stabilize tax rates

1 Eliminate the Property Tax Credit which essentially passes on a tax increase
from the prior year to the current year (or pay for it out of the General Fund)

Reduce disparity in increases in spending between districts

Index state funding to some measure of spending growth

Move to two -year budgeting

Separate funding for capital construction f rom annual expenses

=A =4 =8 -8 =

spending districts

Stabilize the yield at a certain spending level, shifting the volatility to higher

1 Stabilize the adjustment of listed value to taxable value (CLA) if using a

property tax

=

If using an income tax, make it less progressi ve than the Personal Income Tax

1 Use categorical grants to offset uncontrollable costs or special programs
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9 Limit uses other than Education Spending from receiving support out of the
Education Fund; move spending on mental health services and employee health
insurance to the General Fund.

.The commission also heard concerns that replacing the homestead property tax with a [Formaned; Font: +Body (Century Schoolbook)

direct tax on residentsd i Mboméis i wowlhe itmrxpaygee swolbaldlillsi aynd
the revenue received by the Education Fund to  support education. The change would mean
that the Ed Fund would be more reliant on fewer people at the top end of the income
distribution fi and their income tends to be more variable. For example, in 2018, the top 5%
of the housesites accounted for 14% of th e total value of housesites; in contrast, the top 5%
of income filers accounted for about double that percentage of total income, or 30% of total
Adjusted Gross Income of Vermont residents. Many national studies have looked at the
volatility of state reven ue and point out that the personal income tax tends to reflect the
business economic cycle, resulting in declines in revenue during economic downturns.
However, the volatility of revenue of the personal income tax results from a combination of

the volatili ty of the underlying tax base, changes in tax policy, changes in the distribution

of income within a progressive structure, and changes in tax rates. Unlike the personal

income tax, the proposed education tax would not have brackets and the rate would be s et

annually to match the revenue needed. , Formatted: Font: (Default) +Body (Century
Schoolbook), 11 pt
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An analysis of the changes in only the two tax bases between 2000 and 2018 indicates the
income base has actually been less volatile. The average annual change in the homestead
equalized value (Homestead EEGL) in constant 2018 dollars was 4.7%, with a standard
deviation of 3.8%. The average annual change in the Adjusted Gross Income (AGI) of
Vermont residents was smaller 8 3.3%--and the standard deviation was 2.2%. The number
of years that the tax base declined was equal. Assuming that the tax rate would be set each
year to raise the revenue needed, it does not seem that the rate would be significantly more
volatile from y ear to year using an income base.

Fg ra 37
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Percent Change in Two Tax Bases 20018: [Formanecj: Keepwith next J
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Shifting from the current homestead education to an income  -based tax would increase the
chances that Education Fund tax revenue actually received in a year would not match the
budget estimates because the income tax base would not be completely known at bu  dget
time. However, an income -based tax would not need to assume the same volatility of
Ver mont 6s Personal Il ncome Tax. Some possibilities suggested to redu
9 Setting the rate annually to raise the required amount, as is done currently with the < ‘ Formatted: Font: (Default) +Headings (Century
education property tax Schoolbook), 11 pt
1T Basing the tax on the prior yeards i ncome, |Formatted: ListParagraph,Add spacebetween
education property tax credit, so the revenue estimate would be  more accurate paragraphs of the same style, Bulleted + Level:1 +
1 Using a stabilization reserve Aligned at: 0.25" + Indent at: 0.5"

For an individual taxpayer, the income  -based bill could be more volatile than a property tax

bilhespecially if the taxpayerds income is more volatile than the hot
this volatility would be tied to the ability of the taxpayer to pay the bill. If the tax is based
on the prior yeards income, taxpayenasewthge h sudden changes in income
concomitant change in their tax bill until the following year. This is also true of the current
homestead education tax, as the property tax credit is based on the

Cost Control

Many people felt that education spending is too high, and several legislators expressed

frustration that they were unable to keep spending from increas  ing. The commission feels

the spending level is not in its scope, and that the tax structure is not the best agent for

accomplishing the most efficient delivery of quality education. However, the commission

does recognize the potential for some controls on spending to be built into the tax system,

and these would be preferable to separate penalties or incentives. [Formaned; Indent: Left: 0", Firstline: 0" }
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At one extreme, spending could be controlled if the state took over the system of taxation
and revenue distribution. This would allow the legisl  ature to set the uniform tax rate(s)
each year, and distribute the revenue to each district based on a state determination of
need.

Assuming the tradition of local control, locally voted budgets and local tax rates continues,

higher spending could be con strained by reducing the yield (increasing the rate) as per -

pupil spending increases. The current system essentially halves the yield at spending levels

that exceed 121% of the prior yeard6s average.

Representative Beck has suggested a variation to this a pproach that would direct the
Education Fund®&s r eresaentiabtaxfnono-property &ax sousces, and a
basic homestead tax to support per -pupil spending at a base amount estimated to provide

an adequate education. Compared to current law, thi s would result in lower rates for
spending up to that base amount. For spending above this base amount, the yield would be
significantly lower than current law (and therefore the rate would increase more sharply)
because the yield would be supported only b y the homestead taxes of the districts spending
above the base amount. This approach would tend to lower and stabilize the tax rates in the
low-spending districts and increase both the amount and the volatility of the tax in higher -
spending districts.

The commission believes that the confusion surrounding the current Property Tax Credit
and the double system for determining the tax bill has removed the direct link between the
budget vote and the tax bill. The first step in improving cost control and accou ntability
within the tax structure should be simplifying the system so that voters have a clear idea of
the effect their vote on the school budget will have on their tax bill. And, for the local tax to
effectively control costs, those costs should be contr ollable. We recommend moving health
care for school employees and mental health services to the General Fund.

What the Education Fund Should Pay For

There seems to be general agreement that the uses of the education fund should be limited

so that the no n-residential property tax and the locally voted homestead tax are only

covering the costs of education that the voters have some control over. This would make it

more |ikely that a districtds rate would rise and fal/l in sync with
with other spending, strengthening the connection between the budget vote and the

resulting tax bill. When the Legislature established the Education Fund in Act 60, it

explicitly listed eligible uses, and stacaterd t hat oupon withdrawal o]
Fund for any purpose other than those authorized by this section, 32 V.S.A chapter 135

(education property tax) is repealed.

The commission recommends moving expenditures for mental health services and for
employee health insurance from the Education Fund to the General Fund, along with
proportionate revenue sources. This would remove some of the most uncontrollably volatile

{Formatted: Indent: Left: 0", Firstline: 0" }
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costs from the locally voted tax, so that the budgets would be more directly related to
education expenses, more predic table, and more easily controlled by the voters. It would
also give the Legislature greater ability to manage some of the costs that they now feel are
out of their hands.

The commission recommends further study of the costs now covered by the Education Fund

to see what the effect would be on both the level of the local tax and the volatility.

Renters

The current system raises education taxes from homeowners through an annual tax bill
based on a school budget approved by voters & homeowners and renters. Because rental
property is taxed for education at the non -homestead rate, it is assumed that renters
contribute this amount through their rent.

As a result, the two groups are taxed for education at different rates. And the connection
between the local budget vote and the effect on their tax bills is different. While the
historical and administrative reasons for this distinction are clear, the commission could

not find a principle -based justification for treating the two groups of residents dif ~ ferently.

Ongoing oversight

Assuming we continue to have a locally voted education tax, finding the right balance will
always be a challenge. The tax rates must be set each year, with a careful analysis of
anticipated changes in incomes, property values , school district spending, and anticipated
Education Fund revenue from other sources such as the sales tax and the rooms and meals
tax. As demonstrated by the recent weighting study, equity in spending needs to be
evaluated to ensure the weights are effec tive. Similarly, what is distributed through
categorical grants and what is considered spending on general education to be raised via
the local tax should be reviewed and analyzed periodically. Rather than create a special
commission to tackle each of thes e when a crisis arises, the state would be better served by
an ongoing review process and regular reports to aid the legislature.

There are a few examples of similar state efforts. The Debt Affordability Advisory

Committee makes annual recommendationsof t he maxi mum | evel of
obligation debt, after an annual study of history and projections. The recommendation is
advisory, but generally followed because of the thorough and consistent review. Similarly,
the Current Use Advisory Board, af ter analyzing the economic situations for farms and
forestry, establishes use values that reflect the income -producing capability of the land.
These efforts create stability in the programs, as well as enabling Legislative decisions to be
based on sound research.

The commission recommends establishing an ongoing Education Tax Advisory Committee
to monitor the system, to report reqularly, and to make annual recommendations to the
Legislature. Annual recommendations would include the tax rate(s) and yield(  s) and the

63|Page
6. Education Tax Reform - Fax-Structure- Commission

t

he

stateds gener al

{Formatted: Indent: Left: 0", Firstline: 0"




amount of the stabilization reserve. Other recommendations, such as adjusting student
weights or other changes to the system coul d
needed.

Property Tax Administration

In addition to comments about the complexity resulting from the administration of the
homestead tax, the commission heard several concerns about the local administration of the
property tax in general. The property tax was once only a local tax, but it now is
predominantly a state tax and the competence of local listers is crucial to ensure that the
state tax is being administered correctly, consistently and fairly.

Times have changed since Vermont towns began electing citizens to serve as Fence
Viewers, Listers and Weighers of Coal. Although the duties of Weighers of Coal and Fence
Viewers have evaporated, the duties of listers have increased substantially, and so has the
expertise required to do the job.

Listers were so named because their main job was to make lists. Every househol d had an
individual list of taxable possessions. The listers compiled these individual lists into the
towndés Grand List, and the tax for each type
need to appraise. To do the job with the support of the elect orate, they needed to be honest,
and good penmanship was a plus. The work was seasonal, between sugaring and planting.

At this point, the job continues throughout the year and listers need to know, among other
things: appraisal practices; Act 250, Open M eeting and Public Records laws; chapters 112 -
135 of Title 32; how and when to capitalize income to value property; how to understand

and value easement restrictions; how to use standard software for valuing, compiling,
reporting and updating.

And once they master the job, there will be changes. They need to learn how to value the

new types of property --such as cell towers, wind turbines, solar installations and subsidized
housing --that may have special tax treatment. They need to understand and implement the
latest changes in laws such as the education property tax or current use. And, they must
adjust to frequent changes in the software and in reporting requirements.

Yet most of the listers have none of this experience when they are firstele  cted to serve.

There is no authority to ensure that all the locally elected listers function responsibly,
consistently, and competently in conformance with state laws. The Division of Property
Valuation and Review has tackled this challenge admirably by offering courses,
certification programs, webinars, training materials, forms to use for special property,
handbooks, and frequent one -on-one assistance to listers. Significant progress has been
made in the standardization of practices. However, the Division has little con trol, and
training has been limited by funding.
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One particular concern is the ability of small towns to appraise large and complicated
properties and to defend the appraisals. For example, consider a $4 million property in a
town with a municipal tax rat e of 30 cents. If the listed property were reduced to $2 million
as the result of an appeal, the town would be out $6,000 per year, which is not enough to
warrant an expensive defense. The state, on the other hand, would be out $32,560 per year.
The state not only has better ability to appraise and defend appraisals, it also has more at
stake.

The commission recommends developing a program at Property Valuation and Review to
appraise large and/or complicated property and to defend the appraisals. We also

recommend analyzing other ways in which local administration could be strengthened and
supported by the state. The current per -parcel payment should be reviewed and a payment
schedule that is based on both the size of the town and the certification of the local officials
should be considered. We believe that the state can make investments in the

administration of the property tax that will be offset by increased tax revenue.

Recommended Structural Change to the Homestead Tax

The commission considered f ive possible approaches to changing the locally voted
homestead tax. See Appendix 6-1. The intention was to preserve or further the equity gains
of the current system while reducing complexity.

After modifying and evaluating different approaches, we recom mend levying an education
tax, at a locally voted rate, on the income of all residents. _ This would eliminate the
Property Tax Credit and the option of paying an education property tax on the housesite.
Because renters are assumed to pay an education tax th rough their rent, they would receive
a credit designed to offset that cost.

Two of the alternative approaches considered are actually small  steps toward the

recommendation. Model 1 would allow a homeowner to pay the lesser of the tax on the

housesite or on income, as in current law, but without using a credit. This would make the

tax bill directly reflect the budget vote, and remove the confu  sion caused by the credit that

is related to the prior ye adiniimate ihe property tsbocceditl 2 woul d simil arly

but, in addition, it would eliminate the option of paying a housesite property tax. This

would remove the double property/income c alculations and move to one tax base: income.

Whil e the commi ssion supports these changes, we donodot feel either m
Our recommendation adds changes to the way renters are paying for education.

Two approaches were rejected. Model 3 lo oks at property as the tax base, and uses a
generous homestead exemption to address regressivity. After further analysis, this
approach was rejected because, in order to maintain equity, it would require substantial
adjustment based on income and would not be an improvement over the current double

income/property system. {Formatted: Indent: Left: 0", Firstline: 0" }
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Model 4 eliminates the locally voted tax entirely and imposes a uniform state school tax.
This approach was also rejected. Although it has many tax advantages, the commission
concluded th at local control and local democracy are more important than tax simplicity.

These are not fully detailed models; in all cases there are components that could be
changed. For each approach, the purpose, a general description of how it could work, its
advant ages and di sadvantages, and t-dreouttnedmmi ssi onds recommendations

The recommended approach is discussed below; the others are outlined in  the-Appendix _6-1.

fe—thoehnsin—
Recommended Structural Change to the Homestead Education Property Tax

We recommend levying an education tax, at a locally voted rate, on the income of all
residents. We recommend eliminating the Property Tax Credit and the option of paying an
education property tax on the housesite. Because renters are assumed to pay an education
tax through their rent, they would receive a credit designed to offset that cost.

Purpose: To simplify current law by taxing all residents on income, and providing the
same link between voting decisions and tax bil Is for both renters and homeowners.

FY 21 example . (School budget voted in March, 2020 for 2020 -2021 school year)

Local Residential Education Income Tax

Income as of Dec. 31 2019, filed in April 2020
X

Spending per pupil FY21 / (Income rate X

yield FY21)

1. The budget presentation to voters includes the estimated income rate so people
can estimate what their tax bill will be if the budget is approved.

2. Local residential education taxes are paid to the state. The town does not send
out education bills for declared house sites.

3. The local Grand List includes a code (expanded SPAN) for each rental unit
within a property, and an assessed value.

4. All residents file their 2019 djusted Gross Income () anda residenceéeclaration
with their VT income tax form by April 2020.

5. Installment payments, estimated taxes, or withholding would be paid by residents to
the state between April 2020 and April 2021.

{Formatted: Indent: Left: 0", Firstline: 0"
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6. Reconciliation takes place in April 2021. If the filer has overpaittedit would be
issued; if the filer has underpaid, a payment would be due.

7. The rental credit would be refundabéand it could be deducted from the withholding
or estimated paymerithe Departmendf Taxeswould determine the tax paid on the
rental uni by using the Grand List. The Landlord Certificate would be used to verify
the renter and the rental unit.

The school district budget vote would determine the local income rate, based on the

spending per equalized pupil. At the time of the vote, taxpaye rs will have a good idea of
what their tax bill will be by applying the estimated rate to the AGI that they are filing

around the same time. If their income goes up or down during the year, the tax bill will not
change. This is essentially what happens now , as the current property tax credit is based on
the prior yeards i ncome.

For simplicity, AGI should replace household income. The AGI would not be adjusted for
household size, although a case could be made for reducing the taxable income to account
additional household members. As the filing status and number of exemptions already
appear on the income tax form, no new paperwork would be required.

If the legislature feels there should be a maximum education tax, this could be set at a
certain income leve | as is done with the social security tax.

Landlords would need to file annually, as they do now. However, they would not need to

calculate allocable rent. The Il andlorddés filing would | ist
rent. If the renters  change during the year, the landlord would indicate the responsible

renters by month.

The commission envisions listing each rental unit separately in the Grand List, and
dividing the assessed value of the entire building between units  --which could be done
proportionally by rent. However, the renter credit could also be less specifically tied to the
unit, along the lines of the recent changes in the renter rebate program.

Housesite property could be defined as it is currently, or it could have a maximum v alue,
indexed to some measure of appreciation.

There would be one statewide equalized rate for all non -housesite property. The town would
send education property tax bills for all non  -housesite property only.

If the legislature feels the tax is too high  for lower -income households, the district rate can
be phased in smoothly rather than using the current circuit breaker. For example,
homeowners could pay 50% of the district rate at incomes of 0, rising to 100% for incomes of
$100,000. There would be no s eparate paperwork needed; there would be no credit. This
could be designed to avoid two issues with the current circuit breaker: it creates a sudden
jump in tax bills when incomes exceed $47,000, and it insulates eligible taxpayers from the

t

he

name

tax consequences of the budget vote. {Formatted: Indent: Left: 0", Firstline: 0"
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Taxing renters in the same way as homeowners is recommended by the commission,
although more analysis is needed to better understand the advantages, disadvantages, rate
implications, and administration of the change for renters bef  ore it can be implemented.
The commission recommends initiating reporting and data collection on renters and rental
units as soon as possible to enable further analysis.

Pros:

== =

= =

Cons:

Provides meaningful property tax relief for more Vermont homeowners and ren ters
Strengthens link between local vote and local tax bill, for all district residents
Consolidates the spending and revenue resulting from one school year to one fiscal
year so Education Spending and Tax rates are in sync

Eliminates the taxpayer confus ion resulting from the adjustment

Eliminates household income calculation; can use AGI

Shifts the focus to what is a fair tax amount to pay, rather than what is a fair
subsidy

Eliminates tax jump at incomes of $90,000

Reduces regressivity that now occurs at high incomes

Less likely to affect behavior of high -income homeowners because renters are
treated the same way as homeowners

Administrative changes at both the state and municipal levels to account for renters
May influence high -income homeowners to choose another state as their residence
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7. Consumption Tax  Reform [ Formatted: Font: Bold )

#AFrom the point of view of government policymakers, a good tax raises a lot of
money withoutausing people to avoid the tax by distorting their spending (or
voting) behavior. By that measure, a sales tax is a very good tax indeed: a body of
research shows that, overall, saex rates are not noticeable enough to
consumers to make them changgrthbehaviord
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Introduction
Consumption taxes are an important source of revenue in all 50 states and DC. Even states
with no sales tax, like New Hampshire, tax some services and impose excise taxes. In
Vermont, consumption taxes take the form of the Sales & Use Tax, the Meals & Room s Tax,
the Motor Vehicle Purchase and Use Tax, Fuel Taxes, and Excise Taxes. Although |most { Commented [SS18]: FromBram
consumers and many policymakers do not consider Vermontds health ca
consumption taxes, there are good reasons, as we discuss below, for treating them a s such.
This is consistent with the treatment of health care taxes as consumption taxes in The
Vermont Tax Study (Teachout, Manchester, & Wexler, 2017, p. ix) In Vermont
consumption taxes make up about 32% of state rev enue, with the Sales & Use Tax making
up over half of that, and health care making up another guarter of the total. and-Excise
Foves:

For a variety of reasons, both economic theory and tax policy theory approve of most
consumption taxes when applied broad ly at a low rate. Our goal is to make the Vermont tax
system overall more fair, more sustainable, and simpler, and our recommendations for
consumption taxes aim to further those goals in the overall financial picture of Vermonters,
and specifically with re spect to consumption taxes.

Our most general recommendation to achieve those goals is to broade
base. As we discuss bel ow, among the 45 states with a sales tax, Ve
unusually narrow. Much of what we recommenda bout broadening Vermontds sales tax base

follows recommendations made by the Blue Ribbon Tax Structure Commission , and we note

that two different commissions, separated by ten years and made up of six different

Vermonters with very different backgrounds, h  aving together taken testimony from a broad

range of Vermonters, have reached the same conclusion and made the same

recommendation. Our recommendations would move Vermont into the group of two or three

states, including Washington State, New Mexico,andHa wai 6i , wi th the broadest sales tax
basesinthenation. ( Not e that Hawai di 6s tax is called a general excise tax (C
Mexicods tax is a gross receipts tax (GRT); and Washington does not
ltﬂb_- { Commented [SS19]: fromBram

We recognize that in terms of tax policy, being in the middle of the pack of states provides a
sense of safety. |tds less |likely that Vermont will go very wrong i
that are working in a good number of other states. There are, howe ver, areas in which
Vermont prides itself in being in a small minority, or even standing alone: Vermonters are
proud of being one of the lowest -crime states in the country; Vermonters are proud of being
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one of only a very few states with no billboards; and in tax policy, Vermonters can be justly

proud that Vermont is one of two or three states that are leading the way in using the state

tax code to reduce inequality We see very Ilittle risk to Vermontds
being among the few states wit h the broadest sales tax base, and much benefit in terms of

the fairness and stability of our sales tax system. We also feel that having one of the lowest

sales tax rates in the country poses no risk and provides both economic and reputational

advantages.

The sales tax was created as a tax on tangible personal property (TPP), which by definition
did not include services. Over the years, all 45 states with a sales tax have expanded it to
include some services, although often with the -guestionable- justification |that a particular | Commented [SS20]: from Bram )
service, like ski rental, is a substitute for a purchase, like buying s kis. In addition to all the
categories left out of the tax by definition, there are others that are specifically exempted by
statute. In Vermont, these include a variety of necessities like groceries, clothing, and home
heating oil.

We examine the reasons that some categories of goods and services are either exempt or
excluded from the sales tax, and weigh the logic and the evidence as to whether those
reasons- are compelling or not.

We also examine the hurdles to expanding the sales tax base, includingt he likely concerns
from people in businesses that do not currently collect sales taxes and _from low -income
Vermonters and advocates for low -income Vermonters, and we also consider various
technical and administrative challenges.

For the most part, the sa les tax applies only to private consumption & purchases made for
government use by the federal, state, and local governments are exempt. However,
purchases made for individuals using federal dollars, as when a Medicare patient buys a
piece of medical equip ment and Medicare pays for it, are eligible for the sales tax.
Purchases made by tax-exempt non -profits are generally exempt (subject to some limits),
but when a consumer purchases something from a tax-exempt non-profit, it is generally
taxable.

Since health care makes up about a third of the consumer -level economic activity in
Vermont, we examine the current taxes on health care and whether there is a way to
simplify and broaden them without restricting Vermontersd access to

Finally, we exam ine the question of what mix of lowering rates and increasing revenue
Vermont should pursue based on a broader sales tax base, and conclude that after
protecting low -income Vermonters and administrative costs, essentially all of the gain
should be put towa rd lowering the rates.

Value -Added Taxes, Transaction Taxes, and Gross Receipts Taxes: Three
Things We Do NOT Recommend

Globally, the value -added tax (VAT) is the most common form of consumption tax, used in
over 160 countries including all European coun tries, Canada, Australia, Japan, India,
China, and almost all the countries in Latin America (International Monetary Fund, {Formatted: Indent: Left: 0", Firstline: 0" }
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n.d.).®8 A VAT is collected at each step of the production process, from raw materials to
consumer, but is not charged on the value of the product, but only on the value that is

added at each step of the process. If you imagine Vermont with a 6% VAT, an ice cream
company buys cream from a farmer for $2/lb. The farmer collects $2.12, and sends 12 cents
to the state. The ice cream company then sells a pint of ice cream to the local grocery store
for $3, and collects $3.18, but, having already paid 12 cents in VAT, on ly sends 6 cents to
the state. The grocery store sells the pint of ice cream to you for $5, collects $5.30, of which

it sends 12 cents to the state. The end result is the same as a 6% sales tax 0 you, the
consumer, pay 6%, or 30 cents, on your $5 purchase of ice cream, and the state collects 6%,
or 30 cents, on that pint.

From the consumerds point of view, there is no difference between a
From the point of view of the businesses involved in the supply chain, a VAT is more

burdensome t o administer, although this is somewhat offset by the fact that businesses are

relieved of the burden of determining whether a customer is a consumer or a business.

From the governmentds point of view, the revenue raised is the same
advantages0i t 6s harder to evade, and the government receives the revenue
payments over time instead of one payment at end of the process, when the consumer

makes the purchase. Because the YSUnited States has a somewhat unusual system of

taxing authorities at the federal, state, and local levels, it does not seem that the VAT is

viable in the United States. A VAT can only work at the federal level, so you either take

away the statesd ability to |l evy a saulgesatax and do a national VAT
national VAT on top of a sales tax, which leads to double taxation of sales  (Campbell,
2018)2%° 0 A VAT, however, requires a national entity to operate the syst

and credits because of interstate trans actions. Therefore, it would be exceedingly difficult, if
not impossible, for a state on its own to implement a VAT -6 (Campbell, 2018) .4°

We therefore do not recommend consideration of a VAT for Vermont to replace the sales
tax.

Tax theory discourages a broad transaction tax, which would include the application of a
sales tax to business inputs, with purchases at wholesale being the most prominent
example. The reason for this is straightforward.

As an example, take a company who se business model requires 50% margins.
In a state without taxes, the company purchases a product at wholesale for $50 and sells it
to the consumer for $100.

I f you apply Vermontdés 6% sales tax to the consumer purchase, the c
sells it for that same retail price of $100, and the consumer pays $106, including the $6 in
tax.
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